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Legal Section 
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DIRECTORS AND THEIR APPOINTMENT. 


Section 143 of the English Companies Act, 1929, and its counterpart 
in the Acts of the several Australian States provide: 

“The acts of a director or manager shall be valid notwithstanding any 
defect that may afterwards be discovered in his appointment or qualifi- 
cation.” 

In a decision of wide general importance the House of Lords has 
held that the section and the corresponding article (see art. 88 of Table 
A of the 1936 Act N.S.W.) are designed as machinery to avoid ques- 
tions being raised as to the validity of transactions where there has 
been a slip in the appointment of a director, and cannot be used for the 
purpose of ignoring or overriding the substantive provisions relating 
to such appointment so as to validate acts where there has been no 
appointment at all. : 

The following statement of the facts is taken from the opinion of 
Lord Simonds: 


“A company was incorporated on Dec. 27, 1939, with the primary 
purpose of taking up a lease of the Rialto Cinematograph Theatre in 
Coventry Street, London. Its nominal capital was £100 in £1 shares. 
Upon its incorporation two shares were allotted to the subscribers to 
the memorandum of association, and they transferred them, the one to 
Cromie, the other to Kanssen. There is no question as to the validity of 
the issue and transfer of these two shares. At the same time the same 
subscribers to the memorandum, in exercise of the authority conferred on 
them by the articles of association of the company, appointed Cromie 
and Kanssen to be the first directors of the company. This was a regular 
and valid appointment. The company in due course embarked on the 
business for which it was incorporated. It entered into possession of the 
Rialto Theatre and acquired the lease of it. Soon disputes arose between 
Cromie and Kanssen, into the merits of which I need not enter. Cromie 
made an alliance with Strelitz, and together they concocted a scheme for 
getting rid of Kanssen. It was an essential part of this scheme that 
Strelitz should be appointed a director, so that Cromie and he could, 
under art. 8 (7) of the company’s articles, call upon Kanssen to resign. 
They claimed, but falsely claimed, that at a meeting of directors held on 
Feb. 1, 1940, at which Cromie and Kanssen were present, Strelitz was 
duly appointed a director, and they concocted a minute to this effect, 
which was entered in the company’s minute book and in due course 
signed by Cromie. Strelitz assumed to act as director, and on Apr. 9, 
1940, Cromie and he, in purported exercise of their power under the 
articles, reauested Kanssen to resign his office of director. The request 
was a nullity and Kanssen remained a director. 

On Apr. 12, 1940, Cromie and Strelitz purported to hold a meeting 
of directors, and thereat issued one share to Strelitz and seven more 
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shares to Cromie. The issue was invalid and of no effect. On Apr. 26, 
1940, an extraordinary general meeting of the company was held. 
Cromie was there; so were Kanssen and Strelitz, but the latter had 
no right to be there. At that meeting Cromie moved, and Strelitz 
seconded, a resolution to confirm the appointment of Strelitz as a direc- 
tor. It appears to have been carried by the votes of Cromie and Strelitz 
against the opposition of Kanssen. There was no appointment to con- 
firm. Strelitz had no right to second a resolution or to vote for it; 
Cromie could lawfully use one vote only. No resolution was effectively 
passed and no valid appointment emerged from these proceedings. 
Kanssen withdrew protesting and continued to protest. Nevertheless, 
from that time onward, throughout 1940 and 1941, Strelitz acted as a 
director with Cromie. There was, in fact, little to be done, as the cinema 
was closed as the result of enemy action. No general meeting of the 
company was held in 1941. It is not disputed, therefore, that at the 
end of 1941 both Cromie and Strelitz (if he were a director) ceased to 
be directors under art. 73 of Table A as varied by art. 22 of the com- 
pany’s articles. From Jan. 1, 1942, there were no directors of the 
company. 

Early in 1942 it appeared that the cinema might be able to re-open. 
Further finance was needed, and for that purpose Cromie got in touch 
with Morris and made an arrangement with him under which (inter 
alia) he was to become a director of the company and certain shares were 
to be allotted to him. In pursuance of this arrangement, on Mar. 30, 
1942, Cromie and Strelitz held a meeting of directors, at which first 
Morris was appointed a director, then, Morris having joined the board, 
they three allotted 34 shares to Morris, 32 shares to Strelitz and 24 
shares to Cromie. I will, later in this opinion, discuss this meeting in 
greater detail. On or about Apr. 20, 1942, Strelitz transferred 17 of his 
shares to Morris. If all the shares were validly issued, the positicn 
then was that Kanssen held one share, Morris 51 shares, Cromie 32 
shares and Strelitz 16 shares. In the meantime, on Mar. 30, 1942, and 
Apr. 13, 1942, Kanssen issued his writs in the two actions, which were 
afterwards consolidated. It is sufficient for the present purpose to say 
that in effect he claimed that the only shares validly issued were the two 
shares issued to the subscribers and by them transferred to Cromie and 
to him, and the register of the company should be rectified by alter- 
ing Cromie’s holding to one share and removing the names of all other 
persons except himself therefrom. He also claimed a declaration that he 
and Cromie were the only directors of the Company and that Strelitz 
and Morris were not directors.” 

The principal question before the House of Lords was whether 
Morris could claim the benefit of s. 143 and of art. 88. The section is 
quoted above and the article provides: 

“All acts done by any meeting of the directors or of a committee of 
directors, or by any persons acting as a director, shall, notwithstanding 
that it be afterwards discovered that there was some defect in the 
appointment of any such director or person acting as aforesaid, or that 
they or any of them were disqualified, be as valid as if every such person 
had been duly appointed and was qualified to be a director.” 


In relation to Morris’s claim Lord Simonds said: 


“The facts relevant to the question now under consideration have 
already been stated. I will very briefly tabulate them: (i) On Feb. 1, 
1940, Cromie and Kanssen the only directors, and the only shareholders 
holding one share each. (ii) On or about that date, the fraudulent 
assumption of office by Strelitz and a minute concocted to record an 
appointment which did not take place. (iii) On April 9, 1940, an inef- 
fective attempt to expel Kanssen from his office. (iv) On April 12, 1940, 
the ineffective allotment of one share to Strelitz and seven shares to 
Cromie at a purported meeting of directors. (v) On Apr. 26, 1940, an 
extraordinary general meeting of the company at which, as I have 
pointed out, nothing was effectively done. (vi) At the end of,1941, the 
determination of the term of office of Cromie and Kanssen and of 
Strelitz, if he was a director, and from that date no directors of the 
company. It is in these circumstances that the question arises whether 
the section or article can be called in aid by Morris in order to validate 
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the transactions of Mar. 30, 1942, viz., the allotment to him of shares 
and the appointment of him as a director. Do the facts that I have 
stated establish a defect in the appointment or qualification of Cromie 
or Strelitz? , 

There is, as it appears to me, a vital distinction between (a) an 
appointment in which there is a defect or, in other words, a defective: 
appointment, and (b) no appointment at all. In the first case, it is 
implied that some act is done which purports to be an appointment, but 
is by reason of some defect inadequate for the purpose: in the second 
case, there is not a defect; there is no act at all. The section does not 
say that the acts of a person acting as director shall be valid notwith- 
standing that it is afterwards discovered that he was not appointed a 
director. Even if it did, it might well be contended that at least a pur- 
ported appointment was postulated. But it does not do so, and it would, 
I think, be doing violence to plain language to construe the section as 
covering a case in which there has been no genuine attempt to appoint 
at all. These observations apply equally where the term of office of a 
director has expired, but he nevertheless continues to act as a director, 
and where the office has been from the outset usurped without the colour 
of authority. Cromie’s acts after the end of 1941 were not validated 
by the section: Strelitz’s acts were at no time validated. 

I have so far dealt with defect in ‘appointment,’ and what I have 
said in regard to the section covers the article also where the same words 
are repeated. Some argument was founded by counsel for the appellant 
upon the words ‘or qualification,’ in the section, and ‘disqualified’ 
in the article. His argument is not easy to follow. So far as both Cromie 
and Strelitz were concerned, there was no defect in their qualification 
after the end of 1941. They were not disqualified. They were, so far as 
I know, qualified to act, but they had not been appointed. I do not 
suggest that qualification refers only to the holding of qualification 
shares. But whatever extended meaning may be given to ‘qualification’ 
or ‘disqualified,’ I find it impossible to say that it covers the case of 
Cromie or of Strelitz. The point may be summed up by saying that the 
section and the article, being designed as machinery to avoid questions 
being raised as to the validity of transactions where there has been a 
slip in the appointment of a director, cannot be utilized for the purpose 
of ignoring or overriding the substantive provisions relating to such 


appointment.” 


As well as relying upon the section and the article, Morris contended 
that he was entitled to succeed by virtue of the rule in Royal British 
Bank v. Turquand (1856) 6 E. and B.327 that persons contracting with 
the company and dealing in good faith may assume that acts within 
its constitution and powers have been properly and duly performed, and 
are not bound to inquire whether acts of internal management have 


been regular. 

It was held, however, that Morris could not invoke the rule. Lord 
Simonds pointed out that at the meeting of March 30, 1942, Morris was 
appointed a director, then, Morris having joined the board, he, with 
Strelitz and Cromie, made an allotment and issue of shares, including 
those allotted and issued to himself: 

“He in fact acted as a director and was the officer and agent of the 
company in the allotment and issue of shares. That neither his act nor 
those of his colleagues were valid is for the purpose of this argument 
assumed. The question is whether he can nevertheless, under the rule 
in Turquand’s case, claim that he is entitled, as between himself and 
the company, to treat that act as done with the authority of the com- 
pany, which was in fact and in law done without its authority ... 

It was competent for three directors of the company to allot its shares; 
three persons purporting to act as directors did allot its shares; 
therefore Morris, who acted in good faith, was entitled to treat the 
shares as validly allotted. This runs the argument. I leave aside the 
question what, in the application of the rule, is the meaning of “good 
faith” and whether Morris, according to the true meaning of those 
words, acted in good faith, and I ask whether Morris can in any event 
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bring himself within the scope of the rule. My Lords, I think it is 
clear upon principle that he cannot. In the transaction which he would 
sustain and Kanssen seeks to impeach, he was himself acting as a direc- 
tor. I asked counsel for the appellants whether there was any authority 
for the proposition that a director or de facto director could invoke the 
rule so as to validate a transaction which was in fact irregular and 
unauthorised. He could point to none. My own researches, though in 
such a matter they cannot easily be complete, have disclosed no case in 
which such a proposition has been affirmed. Nor have I met any case 
in which such a person has, without discussion of the principle, obtained 
such relief. Nor had I even heard the proposition put forward until I 
ve it at the bar of the House in this case. The reason is not far to 
seek. 

One of the fundamental maxims of the law is the maxim omnia prae- 
sumuntur rite esse acta. It has many applications. In the law of agency 
it is illustrated by the doctrine of ostensible authority. In the law 
relating to corporations its application is very similar. The wheels of 
business will not go smoothly round unless it may be assumed that that 
is in order which appears to be in order. But the maxim has its proper 
limits. An ostensible agent cannot bind his principal to that which the 
principal cannot lawfully do. The directors or acting directors or other 
officers of a company cannot bind it to a transaction which is ultra vires. 
Nor is this the only limit to its application. It is a rule designed for the 
protection of those who are entitled to assume, just because they cannot 
know, that the person with whom they deal has the authority which he 
claims. This is clearly shown by the fact that the rule cannot be invoked 
if the condition is no longer satisfied, i.e., if he who would invoke it is put 
upon his inquiry. He cannot presume in his own favour that things are 
rightly done if inquiry that he ought to make might tell him that they 
were wrongly done. 

What, then, is the position of the director or acting director who 
claims to hold the company to a transaction which the company had not, 
though it might have, authorised? Your Lordships have not in this case 
to consider what the result might be if such a director had not himself 
purported to act on behalf of the company in the unauthorised transac- 
tion. For here Morris was himself purporting to act on behalf of the 
company in a transaction in which he had no authority. Can he then 
say that he was entitled to assume that all was in order? My Lords, the 
old question comes into my mind: Quis custodiet ipsos custodes? It is 
the duty of directors and equally of those who purport to act as direc- 
tors, to look after the affairs of the company, to see that it acts within 
its powers and that its transactions are regular and orderly. To admit 
in their favour a presumption that that is rightly done which they have 
themselves wrongly done is to encourage ignorance and condone derelic- 
tion from duty. It may be that in some cases, it may be that in this very 
case, a director is not blameworthy in his unauthorised act. It may be 
that in such a case some other remedy is open to him, either against 
the company or against those by whose fraud he was led into this 
situation, but I cannot admit that there is open to him the remedy 
of invoking this rule and giving validity to an otherwise invalid transac- 
tion. His duty as a director is to know; his interest, when he invokes 
the rule, is to disclaim knowledge. Such a conflict can be resolved 
in only one way. 

It was urged upon your Lordships that the purported appointment of 
Morris as a director having taken place immediately before the 
unauthorised allotment of shares, he had in fact no opportunity of learn- 
ing the true state of affairs, and it was pointed out that, had the pro- 
ceedings at the meeting of Mar. 30, 1942, been taken in the reverse order, 
first the allotment of shares, then the appointment of Morris as a 
director, the result would be different. And then it was said that it was 
so absurd that there should be a different result according to the order 
of proceedings, that the original conclusion could not be accepted. This 
argument has for me no weight or substance. Admit —as, to my mind, 
one must admit —that a director is not for the purpose of the rule in 
the same position as a stranger; then it is as immaterial how long he has 
been a director, as it is whether he is an idle or diligent director, or a 
robust or sick director.” (Morris v. Kanssen and Others (1946) 
62 T.L.R. 306.) 
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Edited by J. A. L. Gunn, F.1.c.a. 


WAR-TIME (COMPANY) TAX. 


ASCERTAINMENT OF CAPITAL EMPLOYED. 


At the end of the taxpayer company’s financial year ended 31 January, 
1935, there was a debit balance in its profit and loss appropria- 
tion account of £13,107. At this time there were arrears of dividends 
on preference shares amounting to £28,800 and the ordinary share- 
holders had not received a dividend since 1929. On 15 May, 1935, it 
was agreed that arrears of, and future, preference dividends should be 
reduced. Another agreement varying the rights of shareholders was 
made on 7 September, 1938. It provided for the distribution of future 
profits as between preference and ordinary shareholders, and, as to 
profits not distributed, for their application, at the directors’ discretion, 
in reducing the debit balance at 31 January, 1935; in paying arrears 
of preference dividends, or in writing off depreciation. Alternatively, 
such undistributed profits could be retained and carried forward in the 
profit and loss account. In fact, the debit balance of £13,107 was not 
reduced. After 31 January, 1935, the company made profits and these 
were carried forward in a new account styled “Profit and Loss Appro- 
priation Account from 1 February, 1935.” In the balance sheet at 31 
January, 1941, the debit balance of £13,107 appeared on the “assets” 
side under the heading of “appropriation to 31 January, 1935.” The 
balance to the credit of “Profit and Loss Account from 1 February, 
1935” on 31 January, 1941, was £20,548, and this item appeared on the 
“liabilities” side of the balance sheet of that date. In addition, the 
company, on 31 January, 1941, had reserves amounting to £17,792. The 
main subject of the dispute was whether the full sum of £20,548 
should be brought to account in calculating the capital employed in 
accounting period ended 31 January, 1942, under s.24(1)(b) of the 
War-Time (Company) Tax Assessment Act, or whether the said sum 
should be £7,441, being the difference between the above-mentioned sum 
of £20,548 and the debit balance of £13,107. A subsidiary question 
related to the proper method of averaging the accumulated profits under 
s.24(1)(b). On 31 March, 1941, ie., 59 days after the close of 
accounting period ended 31 January, 1941, the company declared a 
dividend of £10,075 out of the sum of £20,548. Held that the amount 
to be brought to account in calculating the capital employed under 
s.24(1)(b) was the reduced sum of £7,441 and that the company 
should be regarded as having the use of this sum for 59 days of 
accounting period ended 31 January, 1942, so that the proper addition 
to be made to the reserves totalling £17,792 was 59/365 of £7,441, that 
is, £1,203, the total sum to be included in the capital employed under 
s.24(1)(b) being, therefore, £18,995. (F.C. of T. v. Miller, Anderson 
Ltd. (1946) 3 A.I.T.R. (in course of publication) .) 

The judgment of Latham, C.J., contains a most interesting review of 
previous decisions of the High Court concerning the meaning of “profit 
and loss account,” “appropriation account,” “accumulated profits” and 
“carried forward” :—‘“In Meares v. F.C. of T. (1918) 24 C.L.R. 369, 
the court held that a true profit and loss account, strictly so called, was 
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limited to the dealings of a stated period. It was also said, however, that 
companies frequently transferred balances from the profit and loss 
account for one year to the same account for the following year, and 
that if that were done such action might well be thought to be ‘incon- 
sistent with an intention to treat the amount so dealt with as an 
accumulated fund.’ Thus this decision suggests that an amount carried 
forward in a profit and loss account should be regarded as not 
‘accumulated.’ 

“But other views have been expressed in the court as to the meaning 
of ‘accumulated profits.’ In Forrest v. F.C. of T. (1921) 29 C.L.R. 
441, the court considered a provision in the Income Tax Assessment 
Act 1915-1916 referring to ‘undisturbed income accumulated prior to 
Ist July, 1914,’ with a proviso that amounts ‘carried forward by a com- 
pany to the credit of the profit and loss account shall not be deemed 
to be accumulated income.’ The company in question revalued its 
assets, with the result that the value of assets was increased over their 
previously shown book values by an amount of £100,000. The company, 
treating this sum as representing a profit, the existence of which had 
not previously been recognised, applied the amount for the purpose 
of enabling shareholders to pay for debenture stock issued by the 
company. The question was whether a shareholder was liable to income 
tax in respect of the debenture stock issued to him, or whether, on the 
other hand, he escaped tax because the debenture stock represented 
profits accumulated before Ist July, 1914. It was held that the increase 
in value was undistributed income so accumulated. In the judgment of 
the court (p. 447) this was said: ‘considering the object of the proviso 
(that is, to exempt a shareholder from certain tax liability), we see no 
reason for attributing to the expression “undistributed income accumu- 
lated” any meaning other than income which had not been in fact dis- 
tributed and had in fact accrued to the Company before Ist July, 1914.’ 
It will be observed that the ‘income’ in question had not been separated 
from the other assets of the company by being placed in a reserve fund 
or otherwise. It had been received, and still existed. Those facts were 
regarded as sufficient to show that it had been ‘accumulated.’ It may 
further be noted that it was thought necessary by the Legislature to 
make a provision expressly excluding from ‘accumulated income’ 
amounts ‘carried forward’ by a company to the credit of profit and loss 
account. 

“In Hooper & Harrison Ltd. v. F.C. of T. (1923) 33 C.L.R. 458, 
one of the sections under consideration was sec. 17(1) of the War- 
time (Profits) Tax Assessment Act 1917-18, which provided that :— 

‘The amount of the capital of a business shall be taken to be the 
amount of its capital paid up by the owner in money or in kind, together 
with all accumulated trading profits invested in the business, with the 
addition or subtraction of balances brought forward from previous 
years to the credit or debit respectively of profit and loss account.’ 

This section, providing for the ascertainment of ‘the amount of the 
capital of a business’, performs in relation to the Act in which it 
appeared the same function as sec. 24 in the present Act. Knox, C. J., 
Higgins and Gavan Duffy, JJ., decided the case upon the meaning of 
the word ‘invested’ (see pp. 469, 489, and 490), and not upon the 
meaning of the word ‘accumulated.’ (The word ‘invested’ is not used in 
sec. 24(1) of the present Act). Issacs and Rich, JJ., however, did 
examine the meaning of the word ‘accumulated’ and were of opinion 
(p. 481) that the true import of the term ‘accumulated profits’ was 
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‘that they are profits which the company has appropriated to some 
reserve account, whether that account be of a capital nature or not. 
“Accumulation” in that connection does not mean the mere existence 
of profits, even over a lengthened period, however they are employed; 
but it connotes the affirmative gathering of these profits, or such as 
may be selected, into a measured or measurable heap and allocated to a 
named reserve fund, whatever its nature may be.’ This view of the 
meaning of ‘accumulation’ (differing from that expressed in the decision 
in Forrest’s case) would exclude from accumulated profits a sum which 
existed only as a credit balance carried forward from one year to 
another in a profit and loss account, and not placed to any reserve. 
It is, I think, clear that the Legislature had this possible view of the 
nature of accumulated profits in mind when it expressly provided in 
the present Act that an amount standing to the credit of a profit and loss 
account at the commencement of an accounting period should be 
included in the capital of the company. The words ‘accumulated profits’ 
appearing at the beginning of paragraph (b) of sec. 24 (1) might not 
have been effective to bring in such amounts. 

“In Stodart v. F.C. of T. (1928) 42 C.L.R. 106, the court hod 
to deal with a section in the Income Tax Assessment Act 1922-1927. 
This section corresponded to the section which was the subject of 
decision in Forrest’s case (supra). It excluded from income sums 
received by a shareholder out of ‘undistributed income accumulated prior 
to Ist July, 1914,’ but varied the terms of the earlier section by includ- 
ing the following provision ‘For the purpose of this proviso, amounts 
carried forward by a company in its profit and loss account, appropria- 
tion account, revenue and expenses account, or any other account similar 
to any of the foregoing accounts shall not be deemed to be accumulated 
income.’ The company in which the taxpayer was a shareholder in its 
public accounts showed only the actual profit in respect of a yearly 
period, not bringing forward any balances from preceding years. (In 
so doing it presented a profit and loss account in the sense held to be 
strictly proper and accurate in Meares’ case (supra)). The company 
had in its ledger a profit and loss account in which balances were 
carried forward from year to year. It was unanimously held by the 
court that the amount so brought forward was accumulated income. 
Knox, C. J., simply said (p. 112) “The sum .. . represented trading 
profits earned by the Company in two preceding years and not distri- 
buted or otherwise dealt with, and, in my opinion, is properly described 
as accumulated income of the Company.’ Issacs, J., in this case, held 
that he was bound by Forrest’s case (supra) to come to the same 
conclusion. In so doing he adopted and applied the view which he had 
rejected in Hooper’s case (supra). There was an equal division of 
opinion in the court as to whether the words ‘carried forward by a 
company in its profit and loss account’ referred to the public accounts 
of the company, or to its books of account, which were not public. 

“Another case which was mentioned in argument was Sharp Steven- 
son & Hare Pty. Ltd. v. F.C. of T. (1927) 39 C.L.R. 158. But this 
case is an authority with respect to the meaning of the word ‘invested’ 
and not with respect to the meaning of either ‘accumulated or ‘carried 
forward.’ 

“The result of the decisions mentioned is that profits may be ‘accu- 
mulated,’ even if they are not placed to a reserve fund, but that no 
definite guidance has been afforded by the court as to the meaning 
of the words ‘carried forward in a profit and loss account.’ 
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“A profit and loss account strictly so called relates only to receipts 
and expenditure during a definite period: a profit and loss appropria- 
tion account is an account showing disposition of profit or method of 
dealing with a loss: Meares’ case (supra). Section 24 refers to a profit 
and loss account. But it has not been contended on behalf of the com- 
pany that the ‘Profit & Loss Appropriation Account from Ist February, 
1935,’ is not a profit and loss account within the meaning of sec. 24. 
Such a contention would prevent the company from relying upon the 
words ‘amounts standing to the credit of the Profit and Loss Account 
at the commencement of the accounting period,’ and would make it 
necessary for the company to rely upon the words ‘accumulated profits.’ 
The cases cited show that a balance of profits may be held to be ‘accu- 
mulated’ though they merely exist and have not been placed to a reserve 
fund. But ‘accumulation’ plainly refers to the past and not to a current 
period. Thus accumulated profits must refer to a continuous account, 
and the words of the section show that the account is a loss as well as 
a profit account. Thus, if the matter is to ‘be decided on the words 
‘accumulated profits,’ it should be held that the loss of £13,107 must be 
deducted from the amount of £20,548. It is only this balance of £7,441 
which can be regarded as accumulated profits. 

“The company contends, however, that the amount of £20,548 should 
be taken into account in full as an amount standing to the credit of its 
profit and loss account at the commencement of the accounting period, 
i.e., at Ist February, 1941, without deduction of the amount of £13,107. 

“In sec. 24 (1) of the Assessment Act the Legislature, in addition to 
including ‘accumulated profits,’ has expressly included money standing 
to. the credit of a profit and loss account at the commencement of an 
accounting period. This provision excludes any argument that such an 
amount is not to be calculated in capital employed for the reason that 
it is not ‘accumulated.’ Further, this provision also seeks to avoid the 
difficulties which arose from the use of the words ‘carried forward’ by 
substituting the words ‘standing to the credit.’ The words ‘carried for- 
ward’ almost inevitably raise an argument as to whether the reference 
is not merely to the bookkeeping of the company; the words ‘standing 
to the credit’ are perhaps stronger to exclude this argument and to 
require an ascertainment of the amount which actually stands to the 
credit of the account, whatever may be the form in which the books of 
the company are kept. 

“The company has elected to draw a line across its accounts at Ist 
February, 1935, and, by separating its life into two periods, has shown 
a loss of £13,107 in the first period, and what is called an accumulated 
profit of £20,548 in the second period. There were quite good reasons 
for doing this arising out of the necessity for making some arrange- 
ment with the preferential shareholders. That arrangement involved 
special provisions as to the application of profits earned during a period 
after the making of the arrangement. But though such an arrangement 
limited the power of the company in respect of the disposition of its 
profits, it did not affect the amount of profits nor could it, in my 
opinion, affect the application of taxation legislation. If the company, 
for purposes of its business, could separate its accounts at Ist February, 
1935, and thus affect its liability to tax, it could equally well separate 
them at any other time and so could, without any real change in its 
true financial position, radically affect its tax liability. It could put all 
the profits into one account and all the losses into another account, 
and then claim that the profits so shown were amounts standing to the 
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credit of a profit and loss account within the meaning of sec. 24, so that 
they should be added to the capital employed by the company. 

“I am of opinion that it is not open to the company to do this, not 
because such a course would disappoint the revenue authorities, but 
because the terms of sec. 24 (1)(b) show that the Legislature intended 
that the profit and loss account referred to in the section should be 
a continuous account, and not a series of separate accounts relating 
to separate years or to selected groups of years. The words ‘standing 
to the credit of the profit and loss account at the commencement of the 
accounting period’ show that the profit and loss account referred to is 
not an account of the strict character referred to in Meares’ case, that 
is, an account limited to the transactions of a single period, with no 
balance brought forward from preceding years. A profit and loss 
account of such a character cannot have amy amount standing to its 
credit at the commencement of an accounting period. Thus the profit 
and loss account which the section contemplates is a profit and loss 
account which does bring forward balances at the beginning of each 
year. The account, therefore, must be continuous and, being an account 
of losses as well as of profits, must bring forward debit balances as 
well as credit balances. The difficulties revealed in the cases as to the 
meaning of ‘carried forward’ are avoided by the use of the words 
‘standing to credit at the commencement of the accounting period.’ The 
only question to be asked is whether the amount in question really 
stands to the credit of the profit and loss account at the relevant time. 
I use the word ‘really’ because the section does not say ‘shown as stand- 
ing to the credit, etc.’ The words which are used mean ‘actually stand- 
ing to credit upon a true statement in a continuous account.’ 

“The result is that, in my opinion, the two profit and loss accounts of 
the company must be regarded as a single account. The company can- 
not at will divide its profit and loss account into two or more profit 
and loss (or profit or loss) accounts and elect to ignore one or more 
for the purpose of sec. 24. Thus, in my opinion, the debit balance 
of £13,107 must be carried forward, with the result that the credit 
balance of £20,548 is reduced to £7,441.” 





Students’ Section 
Edited by O. R. MacDona cp, A.1.c.A. 


Australian Mercantile Law 
By J. H. Trotter, Lv.B., A.1.C.A. 


LAW OF CONTRACT (Continued) 
ILLEGAL CONTRACTS. 


Certain contracts are void by reason of their illegality. We shall deal 
first with contracts illegal at Common Law and then with certain 
contracts which are rendered nugatory by statute. 

Nature of “Illegality.” 

It may be stated at this juncture that the term “illegal” may, in the 
law of contract, mean one of two quite different things. Thus, a con- 
tract may be illegal in the sense that it involves the commission of an 
illegal or immoral act, in which case the contract is both illegal and 
void. The term is also used in another and quite different sense in rela- 
tion to contracts which are merely voided, by the common law on 
grounds of public policy, or by Statute. The first three types of con- 
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tract referred to below are types of contract which are both illegal 
and void at Common Law, while the seventh and eighth (agreements 
in Restraint of Trade) are examples of contracts merely void at Com- 
mon Law. Wagers are an important example of contracts illegal by 
Statute in the sense of being merely voided. 


ConTRACTs ILLEGAL AT COMMON LaAw. 

1. An agreement to commit a crime or tort is void at Common Law. 

2. An agreement to hinder the course of justice is also void at 
Common Law. Thus the courts will not enforce an agreement to stifle 
@ prosecution for an offence of a public nature. When the offence is 
not of a public nature and civil and criminal remedies co-exist the law 
will, however, permit a compromise of the prosecution. 

3. Agreements contrary to good morals, such as the letting of 
premises for immoral purposes, are void. 

4. Agreements for Maintenance and Champerty. Maintenance is 
the rendering of officious assistance by money or otherwise by a third 
person to a party in an action or suit in which the third person has no 
legal interest. An agreement to render such assistance is void. Cham- 
perty is the maintaining of a suit for a share of the proceeds. Cham- 
pertous agreements are void. 

5. Agreements which injure the State in its relations with other 
States, such as agreements which aid the enemy (see Capacity to Con- 
tract — Aliens) or which tend to rupture relations with friendly States, 
are void. 

6. Agreements in restraint of Marriage— Agreements in general 
restraint of marriage are void but not agreements in restraint of mar- 
riage with a particular person only—the rule is based on public 
policy. 

7. Agreements in Restraint of Trade. There are three common 
types of agreements of this class: 

(a) Those made upon the sale of a business to protect the pur- 
chaser against competition by the vendor. 

(b) Those made between employer and employee to restrain the 
employee, after the termination of his employment, from com- 
peting with his former employer. 

(c) Price Maintenance Agreements. 

The general principles applicable are as follows: 

(a) ALL restraints of trade are, in the absence of special circum- 
stances, contrary to public policy and void. 

(b) A restraint can be justified only if it is reasonable, 

(i) in the interest of the parties, and 
(ii) In the interests of the general public. 
If the restraint is reasonable between the parties it will be valid 
unless it is shown to be clearly injurious to the public interest. 

We shall illustrate these principles, firstly, by reference to the two 
former types of restraints referred to above. Price Maintenance Agree- 
ments will then be dealt with. 


RESTRAINT OF TRADE— VENDOR AND PURCHASER — EMPLOYER AND 
EMPLOYEE. 

Reasonableness is the test of validity in these cases, and it may be 
said that a restraint will not be reasonable if it is wider than is required 
for the adequate protection of the person in whose favour it is created. 
The test may be illustrated by its application to the two classes of 
restraint under consideration. 
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Vendor and Purchaser —N was the inventor and manufacturer of a 
certain gun and ammunition. He sold his business to the M Company 
for some hundreds of thousands of pounds and agreed that for twenty- 
five years he would cease to carry on the business of a manufacturer 
of guns or ammunition. He retained the right to make explosives (other 
than gunpowder), submarines, torpedoes, and castings or forgings of 
steel, iron or copper. It was held that the restraint was enforceable 
and the M Company was entitled to an injunction to restrain N from 
carrying on business in breach of his agreement. The restraint was held 
to be reasonable as between the parties, because N not only received 
a large sum of money, but retained considerable scope for the exercise 
of his inventive and manufacturing skill, The contention based on 
earlier cases that a general, as opposed to a partial or local restraint, 
was necessarily bad, was finally abandoned. The question as to general 
and partial restraints is entirely one of reasonableness. As long as the 
restraint is necessary to render the sale of the business effective, it is 
reasonable. It may therefore extend to the area within which com- 
petition would be likely to injure the buyer. The buyer is purchasing 
an asset, and he is entitled to protect it. Nor could the agreement, if 
complying with the conditions, be said to be against public interest. 

Employer and Employee.—In this case the same latitude is not per- 
mitted as in the case of Vendor and Purchaser of a business, for in the 
case of employer and employee there is not, in the same sense, an 
asset to protect. Restraints, therefore, directed merely to restraining 
competition would be invalid. The employer is entitled, however, to 
protect his actual connection with his customers and his trade secrets. 
Thus, where a solicitor’s managing clerk who had served many years 
agreed with his employer not to practise as a solicitor within seven miles 
of a certain provincial town, the restraint being unlimited as to time, 
the validity of the agreement was upheld, since such a clerk must, in 
the course of his duties, acquire a knowledge of the affairs and clients 
of the business which would put him in a position greatly to impair 
the goodwill of his employer’s business if not restrained. 

It will be noted that the test is the same in both the case of Vendor 
and Purchaser, and Employer and Employee, but that its application 
is different, in one case, to its application in the other. 

It might be mentioned that while the Court will not weigh the advan- 
tages, such as obtaining employment or selling his business at a good 
price, accruing to a person binding himself by a restraint of trade, 
against the disadvantages imposed upon him by the restraint, a restraint 
which is gratuitous can hardly be reasonable, and, in those circum- 
stances, it will not be enforced by the Courts even if under seal. 


RESTRAINT OF TRADE — PRICE MAINTENANCE AGREEMENTS. 


A contract calculated to produce “a pernicious monopoly,” that is, a 
monopoly calculated to enhance prices to an unreasonable extent, would, 
it has been said, be invalid as contrary to the public interest. How- 
ever, a combination to regulate supply and thereby keep prices up is not 
necessarily disadvantageous to the public, and, as stated above, if a 
contract in restraint of trade is reasonable as between the parties it 
will be valid unless it is shown to be clearly injurious to the public 
interest. The onus of proof is no light one, and it must always be 
extremely difficult to prove a proposition of this nature in a court of law. 
Price regulating associations of manufacturers or traders, and agree- 
ments between manufacturers and their retailers aimed at maintaining 
a stated retail price, are common examples of the restraints under 
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consideration. If such a restraint goes beyond that which is necessary 
to secure a reasonable commercial aim, it may well be invalid as un- 
reasonable in respect of the interest of the parties. 


ConTRACTS ILLEGAL By STATUTE. 


(1) Wagering Contracts— All wagering contracts are void by 
Statute (contributions for any prize for a lawful game are excepted). 
A wagering contract may be defined as a contract by which two persons, 
professing to hold opposite views on an uncertainty, agree that, depen- 
dent on the reducing of that uncertainty to certainty, one party shall 
win and the other lose, neither party having any other interest in that 
contract than the sum or stake he will win or lose. It is essential to a 
wagering contract that each party may, under it, either win or lose. 

It should be noted that a wagering contract is not illegal in the sense 
of being prohibited by law. It is merely void. From this, the important 
result follows that collateral transactions are not, as in the case of con- 
tracts both illegal and void, tainted by the illegality, but are perfectly 
valid. Thus (subject to the statutory modification in certain States 
referred to Lelow) any security given in respect of a wager is merely 
given on a void consideration, i.e., on no consideration at all. Thus, if 
the security is in the form of negotiable instrument such as a cheque 
or promissory note, third parties may obtain full rights thereunder if 
they take the instrument for value or from a person who has given 
value. Notice of the purpose for which the cheque was originally 
given does uot affect their rights. In the case of securities given in 
relation to wagers on games and pastimes, this has been altered by 
Statute in all States except N.S.W. and Tasmania. Under those statu- 
tory provisions, such securities, if given in relation to a wager on a 
game or pastime, are considered as given on an illegal consideration. 
If the security is a negotiable instrument, subsequent holders can claim 
under it only if they prove they take it for value and in good faith. 

(2) Money Lending Contracts—In the various States there are 
Moneylender Acts which give the Court power to re-open money- 
lending contracts if they operate harshly to the borrower. Thus, under 
the Victorian Act, the Court may re-open the transaction and relieve 
the debtor from the payment of interest which is deemed excessive. 
Moneylenders are also required to register. Strictly these contracts are 
not illegal contracts. If not re-opened, they are perfectly valid. 

(3) Mention might also be made of certain Acts which invalidate 
contracts in so far as they are contrary to certain of the provisions 
of those Acts, i.e., so far at they attempt to “contract out” of the pro- 
visions thereof. The Commonwealth Sea Carriage Act of 1924 is such 
an Act. 

EFFECT OF ILLEGALITY. 

1. The general effect of illegality on the formation of contract is to 
render the contract void. The contract cannot be enforced in the 
Courts. Nor can a party, in general, succeed in an action which discloses 
as the groundwork of his claim a transaction which is illegal, in the 
sense of being prohibited by law. 

2. If, however, the contract is partly legal and partly illegal, and 
the illegal part can be separated from the legal part, the legal part may 
be enforced. 


THE OPERATION OF CONTRACT. 


Having dealt with the essential elements in the formation of a com 
tract, we now pass to the operation of the formed contract, i.e., to the 








fey 
cen 
So 


tioy 
ass| 


co 
tha 
pu 












are 
1ey- 
\der 
jeve 
sive. 
are 


idate 
sions 
pro- 
such 


is to 
n the 
scloses 
in the 


1, and 
rt may 


a cor 
, to the 








1947 THE AUSTRALIAN ACCOUNTANT 13 


rights and liabilities under the contract and the persons who can acquire 
those rights and liabilities. 


PRIvITy OF CONTRACT. 

The term “privity of contract” is used to describe the relationship 
which exists between the parties to a contract. The general rule is that 
only the parties to a contract can (1) have rights under it, or (2) incur 
liabilities under it. 

(1) As to the conferring of rights — It is not possible for a contract 
between A and B to confer contractual rights on C. If by a contract 
between A and B, A undertakes to pay money or transfer property 
to C, the only obligation A incurs is to B. C, although he has an 
interest in the performance of the contract, has no right to enforce 
that performance. Thus, if the articles of association of a company 
contained a clause appointing A solicitor to the company, there is no 
contract with A, and he therefore cannot succeed in an action against 
the company for breach of contract if he is not actually appointed. 
The articles are a contract between the shareholders; they do not create 
any contract betwen the company and third parties. 

(2) As to the incurring of liabilities by third parties —A contract 
between A and B cannot impose any contractual liabilities on C. Thus, 
the manufacturer of a certain article pasted inside the lid of each box 
in which the article was sold, a printed slip stating that it was a con- 
dition of sale that the article was not to be re-sold at less than a speci- 
fied price and that “the acceptance of the goods by any purchaser 
will be deemed to be an acknowledgment that they are sold to him on 
these conditions and he agrees with the vendors to be bound by the 
same,” and a purchaser of the articles from an agent of the manufac- 
turer retailed them at less than the specified price. It was held that the 
manufacturer could not succeed on an action claiming an injunction 
restraining the retailer from so doing since no contract existed between 
him and the retailer. 

So a price maintenance agreement between a distributor or a manu- 
facturer and his agent setting a certain minimum price for re-sale by 
other persons does not “run with the goods” into the hand of those 
other persons. Whether they have notice of the arrangement or not, 
they take the goods free from any restriction and may sell them or deal 
with them as they think fit. 

Although a contract cannot impose contractual obligations upon third 
parties, third parties may not, without sufficient justification, know- 
ingly and intentionally, induce one of two parties to a contract to break 
it. This liability on third parties is, however, a liability in tort, not in 
contract. Thus, where A, a singer, agreed with B to perform at a 
certain theatre and nowhere else, and C induced her to break her con- 
tract, an action by B against C for such interference succeeded. Inter- 
ference with the contractual rights of other persons may, however, in 
certain circumstances, be justified, as, for example, where the person 
so interfering has an existing and superior right of his own to protect. 


ASSIGNMENT OF CONTRACT. 

Although third parties cannot directly acquire rights or incur obliga- 
tions under a contract, the original contracting parties, in general, may 
assign their rights to assignees. An assignment in relation to contract 
is an act by which one of the parties, without or independently of the 
consent of the other, substitutes a third person for himself as a party to 
that contract either for all the purposes of the contract or for some 
purposes only. 

B 














14 | THE AUSTRALIAN ACCOUNTANT JAN. 


Assignment of Liabilities. Liabilities under contract are not assign- 
able. A person liable under a contract cannot assign his liabilities to 
another person. The other party cannot be compelled to accept any 
but the orginal contractor as the person liable to him on the contract. 
If, however, the promisee consents to the substitution of another person 
in the place of the promisor, he will be bound, not because of any 
assignment in the proper sense, but by reason of the new agreement 
so formed. Thus, if A is under a contractual liability to B, and A 
agrees with X to transfer liability to him, X agreeing to undertake 
such liability, and B consents to the arrangement, then there is a new 
contract between X and B. The consideration given by X is the liability 
he undertakes and the consideration given by B is the release of A. 
The original contract goes out of existence. This is merely one example 
of the substitution of one contract for another and earlier one, and is 
called NOVATION. The arrangement which produces Novation in the 
above circumstances is sometimes referred to as a Tripartite Agree- 
ment because three parties, at least, are involved. A common instance of 
novation occurs where, upon dissolution of a partnership, one or more 
of the partners, intending to continue the business, agree with the 
retiring partner to assume exclusive responsibility for the liabilities 
of the business. 

This agreement cannot affect third parties, such as the creditors of 
the business, but, if any creditor on being notified of the arrangement 
expressly or impliedly consents thereto, a new contract between the 
continuing partner or partners comes into existence and the old one 
ceases to exist. The retiring partner is then no longer liable, but the 


continuing partners are. 


Assignment of Rights. 
The assignment of rights under contract may be dealt with in relation 
to assignments— 
(1) at Common Law 
(2) In Equity 
(3) By Statute 
(4) By operation of Law. 





(1) Common Law 

At Common Law rights under a contract, or arising from a breach 
thereof, are not assignable except in the following cases: 

(a) The Law Merchant, which is now part of the Common Law, per- 
mits assignment in the case of negotiable instruments such as bills of 
exchange, promissory notes, and debentures payable to bearer. The 
difference between ordinary assignment and negotiability will be dealt 
with later in this series. 

(b) Novation — As mentioned above, this is not a true assignment 
at all. 

(c) In certain very few anomalous cases, which are of little interest 
in relation to Mercantile Law, assignment is possible at Common Law. 


(2) Equity 
Equity permitted the assignment of both Equitable choses in action 
(those enforceable only in Equity, such as an interest in a trust fund) 
and legal choses in action (those enforceable at Common Law). 
Rights under a contract, or the right to damages for a breach of 
contract, are legal choses in action, and it is the equitable assignment 
of these rights with which we are more directly concerned. 
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An equitable assignment of a chose in action may be effected without 
writing. No particular form of words is necessary so long as an inten- 
tion is shown that the chose in action is to be transferred. An order 
given by a debtor to his creditor upon a third person (who is under a 
liability to the debtor) is sufficient, but a mere direction to that third 
person to pay the creditor is not. The assignee takes “subject to 
equities,” i.e., he cannot get a better title than the assignor. The assignee 
must join the assignor (in N.S.W. the Assignee sues in the name of the 
Assignor) in any action on the rights assigned. 


(3) Statute 


(a) In the various States there is legislation giving an assignee who 
complies with the requirements of the Statute a right to sue for the debt 
or other chose in action in his own name without joining the assignor. 
The Statute operates only, however, if the assignment is absolute and 
not by way of charge. The original debtor is not to find his liability 
dependent on a question of the State of accounts between assignor and 
assignee. Both the assignment and notice to the original debtor must, 
under the Statute, be in writing. The assignee, as in the case of equit- 
able assignments, takes subject to equities. 

There is this important difference between an equitable assignment 
and an assignment under the Statute that in the case of equitable 
assignment the assignment is complete without notice to the other 
party. Notice in the case of an equitable assignment merely effects 
priority (i.e., where there are competing assignments, the first in time 
prevails). In the case of assignment under the Statute, notice is 
essential and until such notice is given there is NO assignment under 
the Statute. 

The Statute has added little to the substance of the law in relation 
to assignment of choses of action. The Act merely supplies a new pro- 
cedure for the transfer of choses in action which were already assign- 
able, in equity, prior thereto, and if an assignment under the Statute 
fails it may still be good as an equitable assignment. The statutory 
assignment is additional to, not in substitution of, the methods already 
in existence. 

(b) Life, Fire and Marine insurance policies are assignable under 
the Statutes relating thereto. 

(c) Company Shares are assignable under the Companies Acts of the 
various States. 

(d) Bills of Lacing are also assignable. ° 

(e) In Victoria, statutory provision is made that any absolute or con- 
ditional assignment or transfer of book debts shall be void unless regis- 
tered. “Book Debt” for this purpose means any debt due or to become 
due or any future debt in respect of a trade profession or business 
whether entered in any book or not. The term does not include debts 
Owing in respect of any mortgage, lease, debenture, debenture stock, 
deposit, bond, insurance policy, contract for the sale of land, or any 
debt for which a promissory note or acceptance is given. 

(4) Operation of Law 

The most common examples of the transfer of rights and liabilities 
under contract by operation of law are in respect of — 

(a) Death — Rights and liabilities under contract, with other assets 
and liabilities, devolve, on death, upon the Executor or (when ap- 
pointed) the Administrator of the deceased person’s estate. The extent 
of liability is, however, limited, in general, to the assets which come to 
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the hands of the executor or administrator as such. There is a general 
exception in relation to contracts in so far as performance depends 
on the personal service or skill of the deceased. 
(b) Bankruptcy — The estate of a Bankrupt passes to the Official 
Receiver or Trustee. 
UNASSIGNABLE CONTRACTS. 


Although the assignability of contractual rights is the general rule, the 
rule is subject to an exception where the identity of the person entitled 
to the performance under the contract is treated by the law as a 
material matter to the other party. Thus, where A has contracted 
with B to supply B with all the eggs he shall need for manufacturing 
purposes for one year, B undertaking not to buy eggs elsewhere, B 
cannot assign the right to be supplied with eggs to X, for this would 
be to alter the contract. 























Taxation of Companies and Dividends 


(Being excerpt from the second Commonwealth Institute of 
Accountants’ Research Lecture delivered in the University 
of Western Australia, October 29, 1946.) 


By J. A. L. Gunn. 









The present system of taxing the profits of companies and dividends 
paid out of those profits is in need of overhaul. 

For taxation purposes, companies are divided into two classes — 
private and non-private. Both classes of companies pay tax at 6/- in £ 
on their taxable incomes. A private company, in addition, pays tax on 
its undistributed income. This tax, which is hereafter referred to as 
“private company tax,” is calculated by ascertaining what amounts of 
additional income tax the shareholders would have paid if the undis- 
tributed income had been paid to them as a dividend on the last day 
of the relevant year of income. If, later, a dividend is paid wholly 
and exclusively out of undistributed income subject to private company 
tax the shareholders receive a rebate which amounts to total exemp- 
tion from tax in respect of that dividend. The receipt of such a divi- 
dend by a primary producer, who is subject to the averaging provisions, 
will, however, affect the rate of tax payable by him on his taxable in- 
comes of the next succeeding four years. 

Non-private companies are treated quite differently. In addition 
to the ordinary income tax at 6/- in £, a non-private company may be 
liable to pay the higher of the two following taxes— (a) War-time 
(company) tax or (b) a super tax of 1/- in £ on its taxable income in 
excess of £5,000. A non-private company is also subject to tax on its 
undistributed income at a flat rate of 2/- in £. Unlike private companies, 
the shareholders of non-private companies receive no rebate in the 
event of a dividend being paid out of such undistributed income. 

Shareholders are liable to tax on dividends received by them, and 
receive no rebate in respect of the taxes borne by the company on the 
profits out of which the dividends are paid, except in the case of dis- 
tributions by private companies out of profits subject to private com- 
pany tax, as already explained. 

A company is a separate legal eritity and there is no objection to its 
bearing a primary tax on its profits. But a company and its share- 
holders may be reasonably regarded as a group, and the ideal system 
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of taxation would be one under which the company group paid approxi- 
mately the same amount of income tax as other business groups, e.g., a 
partnership and its members. This desideratum can be satisfied by 
recognising, in the shareholders’ assessments, the primary tax paid by 
the company. 

This recognition was contained in the 1936 Act. A shareholder 
was granted a rebate in his assessment in respect of dividends included 
in his taxable income at either his own rate or the rate payable by the 
company for the year of tax, whichever was the lower. The 1936 rebate 
had two flaws: 

(a) All shareholders should have received the same rebate, i.e., at 
the company rate, even if it involved a refund of tax to share- 
holders in appropriate cases; 

(5) If a rebate is granted the dividend should be “grossed up,” i.e., 
by adding to the net dividend received the tax borne by the 
company. 

These flaws may be illustrated by the following over-simplified 
example. Let us assume that the taxable income of a business was 
£1,000 and that the following rates (i.e., 1946-1947 income tax rates 
plus social services contribution) apply to the undermentioned individual 
incomes from property: £1,000 at 80.4d. in £; £700 at 69d. in £. 

(1) The business is conducted by a sole trader “A.” His tax on 
£1,000 at 80.4d. in £ is £335. 

(2) The business is conducted by a company, all the shares of 
which are beneficially owned by “A,” who draws no salary 
and who has no other income. Assume the company distri- 
butes the whole of its distributable income within the prescribed 
distribution period. 


The taxes payable (if the 1936 rebate still applied) would 
be: 
(+) by Company: 

8 ee ee 
(it) by shareholder: 

Dividend £700 (£1,000 — £300) 


pee Ge bs oa 5% 6c a4 ns Ee ee © 
Less rebate £700 at 69d. in £ .. 201 5 O 
Total of both taxes .. ... £300 


N.B.—In the above instance, the rate of rebate would be 69d. 
in £ because that rate is lower than the company rate, 72d. 
in £. 

The 1936 rebate would give the company group an unfair advantage 
over the partnership group or the sole trader. 
As is well known, the 1936 rebate has been withdrawn except in the 


case of dividends received by resident companies. Thus, in the above 
example 


(a) the company pays tax on £1,000 at 6/-iné.. .. £300 0 O 
(b) the shareholder pays tax on £700 at 69d.in £ .. 201 5 O 


ee eg ig Ss ox ce ce ee kw denn 





It must be remembered that if the same income —treated for sim- 
plicity as income from property —had been derived by an individual 
the tax payable would have been £335 (£1,000 at 80.4d.). The company 
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group can be placed on exactly the same footing by “grossing up” the 

dividend and allowing a rebate on the gross dividend at the rate payable 
by companies for the year of tax. 

Example: é 

(a) As before, the company pays tax on its taxable income 

ir ee OE o6-ds O60 oa Gb 0O Qa 50 30H 

(b) The shareholder receives the balance as a net dividend 

of £700. This sum is converted into a gross 


£300 





dividend :— 
8 ee ee ee 
Tem on Che ot Ge, We ok 3c ks 4 08 0 335 
Rebate on £1,000 at 6/- in £ .. .. .. «2 «se. 300 














35 35 





Net tax payable .. 





£335 


Total of both taxes .. . 





If the rebate results in a credit to the shareholder, the amount of that 
credit should be refunded to him. 


Example: 
Shareholder’s assessment : 
£50 Mortgage interest 
300 Gross dividend (net dividend £210 x 20/14) 


£350 Taxable income at 44d. in £ .. .. £4 3 4 


90 0 0 





Rebate on £300 at 6/- in £ .. 


Cash refund to shareholder .. £25 16 8 


There is nothing new in the proposed rebate, as it is in close accord 
with the treatment of dividends under the income tax laws of the 
United Kingdom. Moreover, it will soon be incorporated, in principle, 
in the Commonwealth system in respect of dividends received by resi- 
dents of Australia from United Kingdom companies. As an alternative 
to assessment on the net dividend, recipients of United Kingdom divi- 
dends may, if they choose, be assessed on the gross dividend and will 
receive an allowance in their assessments of the United Kingdom tax 
deducted from the gross dividend. Having given this right to Australian 
shareholders of United Kingdom companies, it will be difficult for the 
Parliament to continue to deny that right to Australian shareholders of 
Australian companies. 

The above example reveals that where a company duly distributes the 
full amount of its distributable income, the compahy group is, under 
the present Commonwealth law, in a worse position than a correspond- 
ing partnership group. Yet where a private company (a) refrains from 
distributing its distributable’ income within the prescribed distributing 
period; () suffers private company tax on the “undistributed amount,” 
and (c) distributes that amount as a dividend subject to the rebate 
provided by s.107, the company group is in a better position than a 
corresponding partnership group. This position is brought about by the 
fact that in calculating a private company’s distributable income of any 
income year a deduction is allowed of any private company tax paid 
during that year. 
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Example: First YEAR. 
Taxable income .. .. .. 
Commonwealth ordinary income tax payable: * £10,000 at 
6/- in £ (assuming election made under s.103(3)) . 


Distributable income . 
Dividends paid before the expiration ‘of six ¢ months after 
the close of the income year .. .. 


Undistributed amount subject to private company tax .. 


SECOND YEAR. 


Taxable income .. .. : 
Commonwealth ordinary income tax ‘payable, 


as above .. ... 
Private company tax paid during ‘second year on 
first year’s undistributed amount— 
£7,000 at, say, 164.413d.in £........ 


Distributable income .. .. 2. 26 06 os cetee os 

Dividends paid . are 

Undistributed amount subject to private company 
Xs. : co a8 : <a be te Se we 


Private company tax on £2,205 at 116.8263d. in £ 


N.B.—In the above example it is assumed that the shares are bene- 
ficially held by one shareholder who has no separate income. 
The rates of tax on £7,000 and on £2,205 are those payable 
by an individual on income from property under the Income 
Tax Act 1946, together with social services contribution. 


SUMMARY. 
Taxes payable if 
Taxes payable if distribution not 
distribution made. made. 
kee se £7,795 
i eee | 4,073 
Total taxes on two years’ tax- 


able incomes totalling 
BRO sc ce ts ce os os SRO £11,868 


The non-distributing company has available for “tax-free” distribu- 
tion, the following sums :— 
First Year Second Year 
Taxable income .. .. .. .. £10,000 £10,000 


Less: Ordinary income tax 
payable .. .. .. .. 3,000 3,000 


£7,000 £7,000 
Less: Private company tax paid Nil 4,795 


Available for distribution sub- 
ject to s.107 rebate . .. .. £7,000 £2,205 











20 THE AUSTRALIAN ACCOUNTANT JAN. 


The private company tax on the “undistributed amount” of the 
second year, viz., £1,073, is deductible in calculating the distributable 
income of the third year, i.e., assuming it was paid in that year. 

In order to place both classes of company groups on the same footing, 
the allowance of a deduction in respect of private company tax paid 
should be withdrawn and the amount capable of being distributed subject © 
to the s.107 rebate should be limited to the “undistributed amount” less 
the private company tax payable thereon. 

If the suggested dividend rebate were introduced, both classes of 
company groups would suffer the same amount of tax as a partnership 
group or a sole trader. 

Let us reconstruct the examples in terms of the above recommenda- 
tions. For this purpose, it should be stated that the combined rate of 
income tax and social services contribution for 1946-1947 is 172.69d. 


in £. 





















First YEAR. 














Oe a ee ee £10,000 
Commonwealth ordinary income tax payable .. .. .. .. 3,000 
ok a ee de peas ce ee ee aw «|e 





Dividends paid .. .. .. ..... 





memenetriputed amount .. 2... 2. <0 o0 se 00 os £7,000 
Suggested private company tax: 
Gross notional dividend 20/14th of £7,000 .. .. £10,000 







Tax on £10,000 at 172.69d. in £ .. .. .. .. .. 
Less rebate on £10,000 at 6/- in £.......... 3,000 





4,195 











Sum capable of being distributed to shareholders 


subject to the rebate provided by s.107 £2,805 










SECOND YEAR. 

The taxes payable in respect of the second year will be exactly the 
same as those imposed for the first year. This is brought about by 
denying the company a deduction of the private company tax paid in 
the second year on the first year’s “undistributed” amount. The sum 
available for distribution subject to the s.107 rebate is £2,805. 









oe ing dy wn Sb da Ck aa baad aw we bee: ee 
Se NE OS ns gs ks ws pe ee Se we oe os ee 
Ce eae a a ae 

7,195 











Surplus available for “tax-free” distribution — same 
i cs x wa Oh ie eh Ka Oe: Ah a8. ge ed £2,805 











Thus, (a) the company which distributes, (b) the company which 
refrains from distributing, and (c) the sole trader, pay exactly the 
same amount of tax, and what is also. important, the same residue of 
income is left in the pocket of each of the three groups. Here again, 
my recommendation lacks novelty, because the above provisions for 
limiting the surplus available for “tax-free” distribution as above are 
contained in the New South Wales Act of 1941. 
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Company Company 
which which does not 
distributes. distribute. Individual. 


Taxable income . .. .. £10,000 £10,000 £10,000 
Taxes payable by com- 
Sees ae 3,000 7,195 
£7,000 £2,805 
Taxes payable ws share- 
| aera 4,195 


£2,805 
Tax payable by individual— 
£10,000 at 172.69d. in — aa 


Ultimate surplus in tax- 
payer’s pocket .. .. £2,805 £2,805 

It is necessary to limit the “tax-free” fund in the second column 
to the “undistributed amount” less the private company tax payable 
thereon because, otherwise, a company which possessed reserves could 
debit the private company tax against those reserves. These reserves 
might consist of sums which, if distributed to shareholders, would be 
assessable in their hands, e.g., capital profits derived after 29 October, 
1941, or taxable income excluded from private company tax under the 
original 1936 Act and its predecessors. Thus, if such a company had 
sufficient of these reserves to absorb the private company tax, £4,195, 
there would be available for “tax-free” distribution to shareholders the 
sum of £7,000, instead of £2,805. Another company, which did not 
possess these reserves, would be automatically compelled to debit the 
private company tax of £4,195 against the undistributed amount of the 
relevant year or some subsequent year, with the result that its share- 
holders would be placed at a disadvantage as compared with the share- 
holders of the first-mentioned company. 

There is one refinement to which I must briefly allude. The above 
examples are based on the assumption that the relevant income is 
derived from property, whereas some or all of it may in fact answer 
the description of income from personal exertion, and is thus taxable 
in the hands of partners and sole traders at lower rates. This situation 
is partly met by the Act, in that a deduction is allowed from a private 
company’s assessable income of remuneration for services rendered by 
a director or shareholder which does not exceed an amount which, in the 
opinion of the Commissioner, is reasonable. The Commissioner’s decision 
may be referred to the Board of Review. It is true enough that in many 
instances the whole of the income of the particular business may be 
assessable in the hands of members of a partnership or of a sole trader 
as income from personal exertion, notwithstanding that the business 
requires for its conduct a considerable amount of property. This refine- 
ment in no way affects the validity of my recommendations; it merely 
points to the fact that in the company group the capital of the share- 
holders must receive proper recognition. If as a result of this recog- 
nition the company group pays a little more in taxation for the privilege 
of incorporation, there is no need for “leaden-eyed despairs.” A simple 
remedy is to abolish the distinction between income from property and 
income from personal exertion at least at a much lower range of income 


than the present £5,000. 
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The above recommendations have the virtue of equity, but that does 
not finally settle the problem. Would their implementation involve a 
counter-balancing loss in simplicity? I think not, for the following 
reasons :— 


(2) 


(6) 


(c) 


The “grossing-up” of a dividend is the simplest of tasks. It has 
been done millions of times in England without any distur- 
bance. The formula is :— 


awd. of net dividend. 





240d. — rate of tax 
Assume, for sake of complexity, company rate were 71.8975d. 
in £. 


4 . . 
reais of £923== gross dividend, £1,317. 
Where a taxpayer derives a number of dividends in the year 


of income, the formula is applied to the total of the net taxable 
dividends. The relevant rate of tax for the purpose of the 
above calculation and for rebate purposes, is the rate of 
ordinary income tax payable by compamies for the year of tax, 
at present 6/- in £. 

The recommended rebate is of the simplest nature. It should 
be calculated with reference to the gross dividend included in 
the assessable income; not, as at present in respect to resident 
companies, with reference to the dividends included in the 
taxable income. The present practice is a catchpenny one, and 
involves a loss of simplicity. 

If the primary tax is kept at its present relatively high rate, 
it will involve the extra work of making refunds to a number 
of taxpayers. But in contemplating this, horror does not 
dominate my imagination. Prior to the introduction of the 
system of collection of income tax by instalments from wages, 
refunds used to run through the Deputy Commissioner’s fingers 
like glue. “Pay-as-you-earn” has led to the setting up of a 
well-organized system of much put and a little take; a few 
more takes won’t matter. 


(d) The recommendations concerning the ascertainment of the dis- 





tributable income of a private company will simplify the work 

of the Taxation Department. 

(i) They will greatly diminish the number of private company 
tax assessments. At present, many private companies, for 
the reason already explained, suffer private company tax 
although they are well able to distribute their incomes. 
Under the above plan the private company group will gain 
nothing by withholding distributions. 

(ii) Under the present defective and unfair system, it is of the 
utmost importance to the taxpayer company that it should 
receive its private company tax assessments in time to pay 
them in the appropriate years. If, by ill-chance, the com- 
pany receives two or more of these assessments due for 
payment in one income year and their payment converts 
the distributable income into a minus quantity, the bene- 

fit of the deduction of private company tax paid is pro 

tanto lost to the company. The deficiency cannot be car- 
ried forward as a deduction in calculating the distributable 
income for the next year. Towards the end of each in- 
come year there appears at the “private company office” 
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of the Taxation Department a file—longer than a 
cigarette queue — of bilious bookkeepers seeking the issue 
of private company tax assessments in time to pay them 
by the end of the income year. Under the recommended 
system, the company is not concerned as to when the pri- 
vate company tax assessment is issued. The later the 
better! 

On the whole, there is little or no sacrifice of simplicity in the above 
recommendations; there may be a gain. One thing is clear; the equity 
of those recommendations far outweighs any possible loss of simplicity. 

The new plan will bring about a great improvement in the lot of the 
practising acgountant and the company secretary :— 

(a) As already explained, the anxiety as to the time of issue of 
private company tax assessments will be removed. 

(5) Section 107 distributions cannot be made until the relevant 

private company tax assessment is issued. It must be remem- 
bered that only the difference between the undistributed 
amount and the private company tax thereon will be available 
for distribution subject to the rebate provided by s.107. This, 
coupled with the more important fact that there will be no 
gain to the company in withholding income from distribution, 
will, in many instances, lead to proper distributions in future. 
Not only will this save the time of the Department, but the 
secretary and auditor will be spared the present labour of segre- 
gating and preserving Division 7 income. 
The new rebate will result in refunds to shareholders with 
small incomes. One of the favourite pieces of propaganda in- 
dulged in by many chairmen of directors and “public-relations” 
men is that the heavy taxation of companies and dividends 
results in snatching the bread out of the mouths of the widows 
and orphans, i.e., the “small” shareholders. The new rebate 
will remove all tears — real or crocodile — from their eyes. 


The proposed rebate will greatly improve the lot of the practising 
accountant. This is worth explaining in some detail. Let us deal first 
with the present system: A client, the Duchess of Dillwater, entrusts the 
practising accountant with the preparation of her income tax return. 
The duties involve (a) the ascertainment of her income, deductions, and 
rebates (the means of information consisting of a skewer file, cheque 
butts, pass book and a conveniently uncertain memory); (6) the pre- 
paration of the return; (c) the checking of the assessment; (d) a letter 
to the taxpayer explaining the assessment and asking for a cheque by 
the due date; (e) a call on the accountant by the angry Duchess, who 
sniffs, glares and, in full-throated ease, tells him the tax is outrageous; 
the Deputy Commissioner is the product of a line of ancestors too mean 
ever to incur the cost of a marriage licence, and finally allows the 
unfortunate accountant to believe that he is either a fool (in that he 
has failed to show where the assessment is wrong) or a rogue (in that 
he is in league with the Department). For these duties the accountant 
may receive £1/1/-; it would be nice work if he got £2/2/-. Under a 
plan of taxation at the source which involves refunds to “small” tax- 
payers the position of the accountant is quite different. Instead of 
being the almost unstipended agent of the Deputy Commissioner ; instead 
of having to write to the taxpayer for money, it is his pleasing duty to 
send her a tax refund of, say, £20, less his fees of £5/5/-. The Duchess 
is delighted; her dear accountant has achieved a miracle by making 
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those government impostors disgorge £20 and charged only 25 per cent. 
for doing it. During a long stay in England 1 found that the prestige 
of the practising accountant there was much higher, at least with the 
Duchesses, than in Australia. I asked myself “what has he got that I 
haven’t got?” I soon found out. He had a system of “taxation at the 
source.” 

So far, I have dealt in detail only with the position of the private 
company group. Before proceeding to discuss the taxation of non- 
private (or public) companies it is desirable to draw attention to the un- 
Satisfactory state of the present law relating to the tests to be applied 
in determining whether or not a company is a private company within 
the meaning of Division 7. A private company is defined as a company 
which is under the control of not more than seven persons, and which 
is not a company in which the public are substantially interested or a 
subsidiary of a public company. I am concerned to-night with the 
positive attribute only, namely, a company which is under the control 
of not more than seven:persons. The act provides that a company shall 
be deemed to be under the control of any persons where the major 
portion of the voting power or the majority of the shares is held by 
those persons and nominees of those persons or where the control is by 
any other means whatever, in the hands of those persons. “Nominee” 
includes a “relative.” “Relative” means a husband or wife or a rela- 
tion by blood, marriage, or adoption. The intention of the draftsman 
was that where any seven or fewer persons could control a company, 
i.e., if they and their nominees voted together, then the company was 
a private company, unless either of the two negative attributes applied. 
The test designed was therefore a purely artificial one, and, if the 
definition of a private company were interpreted in this manner, there 
would be no room for doubt as to the status of a company. In the 
Adelaide Motors case, and in the West Australian Tanner’s case, the 
High Court has interpreted the definition in a different manner. The 
High Court has said, in effect, that where several groups could control 
a company, a company is a private company only where a group of seven 
or fewer persons, actually acting together as a group, do, in fact, 
control the company. In other word, instead of the previously-stated 
artificial test, the test laid down by the Court is actual control. The latter 
test is farcical in its application, except in the case of a one-man com- 
pany or a company where only one group exists which could control 
the company. In the border-line case, where a test is really needed, 
the answer to the question— whether there is actual control by a 
group — becomes a mere rationalization dependent upon which set of 
taxes, private company or public company is the less burdensome. To 
be explicit, it is not difficult in most cases to establish that a company 
is under the control of its directors. But do the directors act as a 
group? Are they closely knit by ties of friendship and common interest, 
or do they resemble a conference of the United Nations? Work out 
your taxes and take your choice. I fancy the choice is mainly in 
favour of being treated as a private company, because of the previously 
explained advantage at present enjoyed by a “non-distributing” company. 

Division 7 should be re-drafted to overcome the decisions of the 
High Court and to give clear expression to the original intention of the 
draftsman. In this connection the wide definition of “relative,” which 
has been castigated by the Courts in England and Australia, should be 
amended by restricting it to near relatives. This has already been done 
in England. Under the English Act a relative means a husband or wife, 
ancestor or lineal descendant, brother or sister. I should add that the 
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definition is so restricted in the administration of the Commonwealth 

Act. All that is wanted is legislative sanction to that practice. 

It.has already been pointed out that the taxation of non-private or 
public companies differs widely from the taxation of private companies. 
Thus, I believe it to be essential that the line between the two classes 
of companies be clearly defined. The War-time (company) tax will go 
when the present war technically terminates. That is to say, the last 
July-June accounting period under the Act will be that during which 
the present war ends. There is no suggestion so far from any quarter 
that this war-time horror should be replaced by a tax of a similar 
nature. It rests on the well-known principle laid down by Miss Daisy 
Jerome in 1912: “The rich get richer and the poor have children.” Two 
companies produce the same amount of goods and make the same 
profit. The first company employs a large capital and pays little or 
no War-time (company) tax. The second company operates with rela- 
tively little capital, and for this reason pays out most of its profits in 
War-time (company) tax. The increased capital of the first company 
may be occasioned by inefficiency or swollen reserves of profit gained 
in earlier years. There is not the slightest justification for the continu- 
ance of the tax after the war. Its alternative, the super tax of 1/- in £, 
should be simultaneously removed. To put it another way —the tail 
should go with the hide. I believe the flat rate tax of 2/- in £ on the 
undistributed income of a public income company should remain. The 
undistributed income of a public company is retained for a genuine 
purpose, i.e., to strengthen the financial resources of the undertaking. 
A tax of 2/- in £, coupled with a primary tax of 6/-, represents a tax 
of 37 per cent. or approximately 7/5 in £. It is thought that such an 
impost on retained profits is not unreasonable. Complete justice could 
be done if, later, the company had to dip into its taxed reserves to pay a 
dividend. This could be achieved by grossing up the dividend so as to 
include the tax on undistributed income. The gross equivalent of a net 
dividend paid out of a fund which has borne a tax of 7/5 in £ is 
240/151 of the net dividend. The gross dividend thus ascertained would 
be included in the shareholder’s assessable income and he would be 

entitled to a rebate on that gross dividend at the rate of 7/5 in £. 

I have tried not to slow down my story with complex examples, 
and so far I have discussed the proposed rebate as it would affect the 
vast majority of companies and their shareholders. There are, how- 
ever, a few refinements with which I must deal for the sake of com- 
pleteness. 

Many companies hold shares in other companies. Under the pro- 


posed rebate system dividends received by shareholder companies would 
be treated in the following manner :— 


OPERATING COMPANY A. 


Taxable income from business .. .. .. .. .. .. +. £40,000 
Commonwealth ordinary income tax thereon at 
PE dda -hal ba oa de 68 ke. Sho eae be a 





Balance distributed to Shareholder Company B which 
es er ea eee eee 


28,000 





SHAREHOLDER COMPANY B. 
Actual income — Dividend from A .. .. .. . ‘ £28,000 


Taxable income — gross dividend, £28,000 x 20/14 . £40,000 
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ASSESSMENT AGAINST B oF OrpiINnary INcOmME TAX. 


i CRP oa co Ah ics +e ak ae ce os Sse 
Rebate — £40,000 at 6/- in #.. .. .. .. .. .. .... 12,000 
























a ee er ear ee Nil 
The distributable income of B would be:— 
Re a eae 
Less Commonwealth ordinary income tax payable .. 12,000 
Boeeerepeitawee WCOMIE «. nk cs ks ee sk as ce oe os SD 


















It will be observed that in calculating the distributable income of B 
the full amount of Commonwealth ordinary income tax payable is an 
allowable deduction. That tax must mot be reduced by the amount of 
any dividend rebate received by the shareholder company. 

If Company B distributes the whole of the sum of £28,000 to its 
shareholders, they will be assessed on a gross dividend of £40,000, and 
will receive a rebate at 6/- in £ in their assessments. If Company B 
refrains from distributing the sum of £28,000, and it is a private com- 
pany, an assessment will be issued under s.104 on a notional distribution 
of a gross dividend of £40,000 subject to the 6/- rebate. Thus, the 
group consisting of private companies A and B and the shareholders of 
B will pay in all a sum equal to that payable if the shareholders jointly 
owned the business conducted by A, except for the increased tax payable 
on income from property as compared with income from personal exer- 
tion. Also, the taxes payable would be the same whether Company B 
distributed the whole of the £28,000, or refrained from distributing that 
sum, in whole or in part, within the prescribed distribution period. I 
leave aside any differences arising through the fact that dividends paid 
within that period, but after the close of the income year, would form 
part of the shareholders’ assessable income of the following year. 

If Company B were a non-private company, and it refrained from 
distributing the £28,000, it would be subject to tax at 2/- in £ on £28,000, 
not £40,000. 

A company may derive income or profits not assessable in its hands. 
Examples are: (a) profits derived from sources outside Australia which 
are exempt under s.23 (q); (6) profits derived from the sale or resump- 
tion of capital assets. Under the original 1936 Act, if a dividend were 
paid wholly and exclusively out of these classes of income or profits, 
the dividend was exempt in the hands of the shareholders. The exemp- 
tion was withdrawn by the amending Act of 1941. The present posi- 
tion regarding ex-Australian income (other than dividends) is that if 
it is derived by an individual the income is exempt from Commonwealth 
income tax if it is subject to tax in the country where it is derived. 
The exemption also applies to a company which derives income from 
abroad subject to tax abroad. If, however, the company pays a dividend 
out of the exempt ex-Australian income, the dividend is assessable in 
the hands of a shareholder who is a resident of Australia. With 
regard to capital profits, they continue to be exempt in the hands of the 
taxpayer, whether an individual or a company. Where a company made 
a capital profit on or before 29 October, 1941, and at any time declares 
a dividend wholly and exclusively out of that profit (or wholly and 
exclusively out of a fund consisting of the capital profit and the other’ W 
profits or income mentioned in s.44(2)(b)) the dividend is exempt infflump 
the hands of the shareholders. If the company derived the capitalfinexio 
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profit on or after 30 October, 1941, and declares a dividend out of that 
profit, the dividend is assessable income of the shareholders. 

Thus, it will be seen that a shareholder may be assessable in respect 
of a dividend paid out of profits which are not subject to tax in the 
hands of the company. The question arises, how should such a dividend 
be treated under the proposed rebate plan? One is tempted to say that 
the real remedy is in the hands of the Parliament which passed such 
ridiculous laws. The proper thing to do is to restore the Act to its 
original provisions by exempting all dividends paid wholly and exclu- 
sively out of exempt income or profits. Failing such a proper remedy, 
these dividends should be “grossed up” and be subject to the 6/- rebate 
in the same manner as dividends paid out of taxable profits. The same 



































B applies to overseas dividends received by resident taxpayers and to 

n dividends paid out of income taxable at a concessional rate in the hands 

yf of the company, e.g., Commonwealth loan interest subject to the Com- 
monwealth Debt Conversion Act. This uniform treatment of dividends 

its has the virtue of simplicity and affords a partial measure of rough 

nd justice to shareholders. Dividends paid out of exempt profits should be 

B accorded better treatment than dividends paid out of taxable profits; 

m- it is inconceivable that they should receive worse treatment. A pre- 

ion cedent for this treatment is contained in the original 1936 Act. Under 

the those provisions, if a dividend were paid out of a mixed fund, eg., 

of non-taxable capital profits and assessable trading profits, the dividend 

tly was wholly assessable and wholly rebateable. 

ible 

a Publishers’ Accounts 

‘nat By C. A. ALLERDICE, A.I.C.A. 

i. | “nae 

paid Before a publisher can offer for sale any literary or other work he 

form must obtain the right to publish it. This right may be acquired in any 
of the following ways :— 

from (a) By outright purchase of the copyright from the author for a 

3,000, lump sum. 

(6) By agreement with the author whereby the author agrees to 
ands allow the publisher to publish it, the publisher to pay all costs 
which of placing the work on the market, and in addition to pay 
sump- the author a certain percentage of the sales by way of royalties. 

were The author may retain the copyright or assign it to the pub- 
rofits, lisher. 

xemp- (c) The author employs the publisher as an agent for the purpose 
t posi of publishing his own work and he himself bears all the costs 
that if of printing, distribution, etc., paying the publisher a certain 
wealth commission by way of remuneration. 

rived. (d) The publisher and author enter into an agreement whereby the 
e from cost of publishing the book is borne jointly by them and any 
ividend profit from the sale thereof is shared equally (or in other 
sable m agreed proportions) between them. 

_ With In the first case above, the publisher acquires the copyright, but in 
s of the the remaining three he merely acquires the right to publish the work 
ry mad€ B whilst the copyright thereto still remains with the author. 

declares 





ROYALTIES. 
Where the author sells all rights to the publisher in exchange for a 
lump sum, the publisher has no further obligation to the author in con- 
al™mexion therewith, and royalties do. not enter into the question. 


an 
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However, a publisher often undertakes to publish a book, and agrees 
to pay the author a certain amount by way of royalty on each copy sold. 
When this occurs detailed records must be maintained so that royalties 
payable to each author in respect of each work may be calculated. 

Royalties, whilst not invariably, usually represent a certain percen- 
tage of the retail selling price of the published work. It must be pointed 
out here that the retail selling price is not the price for which the 
publisher actually sells the work, but the price which has been set at 
which the retailer will sell it, to the public. 

When a publisher undertakes to publish some book on a royalty basis 
it is usual for him to pay the author some amount by way of an advance 
against future royalties which may be earned when the book is pub- 
lished and sold. Although this preliminary payment may be set off 
against future earnings, nevertheless the agreement provides that it 
cannot be recovered from the author in the event of the royalties pay- 
able on the actual sales being insufficient to recoup this amount. 

In addition to royalties payable in respect of local publications, the 
publisher may make arrangements to have the book published abroad. 
In this case, the usual arrangement is for the author and the pub- 
lisher to share in agreed proportions any royalties received as a conse- 
quence of an arrangement of this nature on the part of the publisher. 

The publisher may also enter into an arrangement with a daily news- 
paper or weekly periodical for the reproduction in their columns of 
some work, by way of a serial, in which case the agreement between 











































the author and publisher will state how any royalties received in respect ‘ 
thereto are to be shared. ; 
Another case which is often met with which affects the calculation ; 
of royalties is the disposal of what is referred to in the trade as Se 
“Remainders.” When this occurs the agreement usually provides that 
in the event of the actual selling price being below a certain amount, Bi 
then the royalties payable to the author will be calculated on this Pay 
amount and not on the retail selling price. a 
The term “remainders” applies to the books of any edition which still Uni 
remain on hand after all orders have been filled and there is no further Tots 
demand for the work at the normal price. Whilst the market may have Cost 
fully absorbed the maximum number at the normal retail price, never- oie 
theless, if the price were materially reduced the remaining books could 
be sold. The publisher may consider it preferable to dispose of them at me 
a loss, rather than to retain them and thus tie up capital for an indefinite 
period. Franst 
ACCOUNTS. Second 
The previous paragraphs have dealt with the methods by which a Third E 
_—_—_ 





publisher may acquire the rights to publish any literary or other 
work, and as a result of such publication his liability in certain instances 
to the payment of royalties. It is now proposed to deal with the actual 
accounts of a publisher. In this regard only those accounts which are 
peculiar to a publishing business will be discussed, with particular refer- 
ence to the manner in which costs of publications may be ascertained 


and controlled. 












Cost OF PUBLICATION. 

A publisher must have the means whereby he can ascertain two very 
important things, viz. :— 

(1) He must be able to estimate accurately what the cost of any 

publication will be and how many copies must be sold 

recoup that cost. He will thus be able to judge whether or not 

it would be profitable to him to publish the work. 
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(2) After having decided that it will pay him to publish a certain 
work, he must know whether his costs as estimated or budgeted 
are in accordance with the actual costs. 

To provide himself with this information he must construct a budget 
of his costs in relation to any proposed publication, and when publica- 
tion is actually commenced, he must be able to compare his actual costs 
with his budgeted costs. This is done by using a combined Budget and 
Cost Sheet, an example of which is set out below. 


BUDGET AND COST SHEET 














Name of Work : | EE eee ee 
EE SE 
Date of 
Edition : Publication............... se 
Size : PG Me ID Sisiccerecceenesinctertinsees 
Printers : Binders. 








PRICE—Wholesale 
Brief Particulars of 
Contract with Author....... 


ssi sabeenitaseaatpaiidasa Distributors 














PRODUCTION COSTS NUMBER TO COVER COST 





| 
Budget Actual Retail | Wholesale’ Distrib’rs | Actual 



























Published Price .. 

Trade Price or Dis- 
Payment to Author : . : 
Outright Purchase } tributor’s Price 


£58 :— 
Reader’s Fees Selling Expenses 


Editorial Fees... - (a) — i, ee 
Outside Typing .. de (b) General % 
Sundry Fees (Index, etc.) (on Sale Price) 





Writer’s Fees (Preface, etc.) 








Less :-— a0 
Artist’s Fees (Illustrations) Administrative 
ks, S ; ‘ a Expense... 
— staan, ots % of Sale Price 
Composition and Printing Less Binding pe 
Corrections ve 


Copy .. oe 


Unforeseen Expenses 








Less Royalty per 
Total Production Costs .. Copy .. ie 





























Cost of Production per copy Net Yield per Copy } 
= = a | | ee 
Binding per Copy ee No of Copies Re- 
quired to Cover 
Total Cost per Copy _ Costs of Produc- 
tion ° 





























Transfers to Book Stock 
First Binding 

Second Binding 

Third Binding 


























STATEMENT OF PROFIT OR LOSS 








Budget Actual Budget Actual 











Total Production Costs 


Sales—Retail 
Cost of Binding .. +“ Wholesale 
Royalties is os Distributors 


Selling Expense . os 
Administrative Expense . . 
Net Profit on Publication 


Net Loss on Publication 




































































This Budget and Cost Sheet has made provision for all normal charges 
which go to make up the cost of publication of any work. However, 
should any extraneous expenditure be incurred in relation to this work, 
itmay be entered under the heading “unforeseen expenses.” 
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On the right-hand side of the form, space is provided for calculations 
to be made under various headings, viz. :— 

Retail. Wholesale. Distributors. Actual. Whilst provision has been 
made for these four groups, it is on rare occasions that they are all 
likely to be used, since any publisher who sells direct to the general 
public will not, as a general rule, also sell at wholesale rates to other 
retailers or to distributors. 

Again, if a publisher sells more or less exclusively to retailers at 
wholesale rates, it is not usual for him to engage in retail trade himself. 
However, he may sell to another distributor, but this would be likely 
only in the event of distribution in another State or some place beyond 
the sphere of his own distributing operations. 


Thus, in brief, the usual groups which will be required for any pub- 
lishing business are :— 
(a) Retail — actual. 


(b)(i) Wholesale ) — actual. 
(ti) Distributors { 


In connection with the compilation of a budget under either of the 
above headings, the experience and records of past years will be taken 
into account in determining the percentage of selling and administrative 
expense to be applied to any work. 

In the retail business, i.e., where the publisher sells direct to the 
public, the percentage of selling expense to sales is much higher than 
is the case where the publisher distributes his work to the retailers and 
allows them to sell it for him. This obvious truth is borne out by the 
fact that it is usual for the publisher to give a retailer a discount of 
334 per cent. off list price. This discount represents the retailer’s gross 
profit on the sale of it. Out of this discount he must bear all inci- 
dental expenses of marketing the books and also save a proportion 
by way of net profit as remuneration for his own services. 

Thus, by allowing the retailer this discount the publisher is saved 
all the worry and expense of marketing the book. 

It is pointed out that it will be found that a publisher engaged in 
retail business, after paying all expenses of initial advertising, salesman’s 
salaries, wrapping, packing, postage, etc., the net profit to himself 
is very little more than if he disposed of the work to a retailer at whole- 
sale prices and allowed him to dispose of the work —it may be less! 

. Thus, it will be seen that a different rate must be charged on selling 
price in the case of a distributor selling at retail prices as compared 
with one selling at wholesale rates. These rates must be arrived at by 
careful investigation over a period of years so that the rate actually 
decided upon will be a fair and equitable figure. 

As the specimen combined Budget and Cost Sheet provides for a 
combination of the two classes of publishers, i.e., retail and wholesale, 
the selling expenses have been also divided into two classes, viz., “retail 
selling expenses” and “general selling expenses.” 

Administrative expense, whilst it must also be the subject of careful 
deliberation before the percentage rate of sales is decided upon, never- 
theless is not subject to the extreme variations between one class of 
publisher and another as is the case with selling expenses. 

The next item requiring special mention is the cost of binding. 
Whilst it is admittedly a part of the cost of a book when it is sold, it is, 
nevertheless, not unusual for a complete edition of the book to be printed, 
whilst only a percentage of the copies are bound. The reason for this 
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is that, whilst it makes very little material difference in the cost of 
printing, to print the whole edition at the one time, the binding of the 
books is expensive, and should the sales of the book not come up to 
expectations, no more copies are bound than necessary. In addition, by 
treating the binding on similar lines to the royalties, that is, by deduct- 
ing the value of it from the selling price, the amount shown as the net 
yield is arrived at, which then allows the publisher to calculate the 
number of copies he must sell to recoup his other expenses. The 
expenses, or production costs, have been incurred, and can only be 
recovered by selling the book. On the other hand, if the book is 
unlikely to sell, then there is no need to incur additional unnecessary 
expense by having the books bound. 

The Budget and Cost Sheets for each book are combined to form a 
subsidiary ledger which is. controlled from the Private Ledger. The 
individual sheets record details of the actual expenditure incurred dur- 
ing the course of publishing each particular book, and the total of the 
individual balances appearing in the actual cost column on these sheets 
should agree with the balance on the Publication Costs Account in the 
Private Ledger. The balance showing on this account at any time 
represents the total value of all costs incurred in connection with the 
publication of the several works, which at that date have not actually 
reached the stage where they can be offered for sale. 

When the book is ready for sale its publication cost is transferred 
from Publication Costs Account to Book Stock or Published Books 
Account. 

It has been mentioned previously when dealing with royalties that 
the author receives a certain percentage on the basis of the retail selling 
price, and as a consequence a very strict control must be kept over the 
books themselves. To do this, and also at the same time make the fullest 
use of the Budget and Cost Sheet which has already been compiled for 
each book, provision should be made to have some form of stock sheet 
printed on the reverse side. Thus, when the cost of these books is 
transferred from Publication Costs Account to Published Books Account 
in the Private Ledger, the sheet itself can be transferred to the Book 
Ledger. 

It is recommended that the stock sheet for these books be after 
the following style :— 

STOCK SHEET 














Name of Book: Saltbush Bill. Particulars of 10% of retail 
royalty : Selling Price 
Name of Author: Sam Jones. 15s. 
Receipts Sales Balance 
Date Particulars Value of 
Sales 
No. Cost . |} No. Cost No. Cost 
1948 
June |30)| Sales -+ |} 1000 | £200) . | . || 100} £20] . | . |} 900) £180]. |. |} £50]. 
Gratis 
copies .. 10; £2; ./]. |} 890) £178/./. |} £2]. 
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As mentioned previously, some form of stock record must be main- 
tained so that the entries to record royalties payable may be made at 
the end of each month. The inclusion of money columns in this record 
involves very little extra work, but gives the advantage of being able 
to compute the value of stock on hand at any time without any difficulty. 

Furthermore, the balance on the Published Books Account in the 
Private Ledger should agree with the total of the balances on these 
stock accounts in the “Book Ledger.” Thus, the latter form an integral 
part of the financial books of the publisher. 

As previously mentioned, when books are published, the cost of 
publication is transferred from Publication Costs to the debit of Pub- 
lished Books Account. So that this account may control the balances 
in the Book Ledger, any credits made to the individual accounts must 
be made in total to this account. The credit to Published Books 
Account in the Private Ledger comes from a summary of the sales 
invoices which is entered in the sales journal in addition to the usual 
entries. This summary will be prepared along the following lines :— 


Sales Summary. Month............ 
































Sales Gratis Copies Royalties 











Name of 

Work Author 
No. Sale Cost of | no} Cost of % Amount 

Sold} Value Sales ‘| Copies | Payable| Payable 












10% on 





Saltbush 
Bill .. |S. Jones | 100 | £50|.|. | £20) ./. 15s. 


10 | £2 


£7 |10). 







do. 





do. 






















10 

































































TOTAL : | 100 | £50} . £2].]. £7 |10|. 

P 

In the above Summary, the column headed “sale value” has been : | 

inserted for two reasons :— B 

(a) Firstly, to ensure that the summary is accurate; the total of ey 

this column must agree with the total sales as shown by the Ww; 

Sales Journal. ye 

(b) Secondly, for posting to the book ledger itself. it 

On referring to the ruling for the book ledger, it will be noticed on 
that provision has been made for the sale value to be entered, in order 
to maintain a complete record of the total sales of any book, so that 

the actual profit on it may be calculated. / 

It will be remembered that provision was made for entering the actual lish 

sales of any Book on the Budget and Cost Sheet. pub 

As mentioned above, this information is posted monthly from the the 

above summary to the respective accounts for each book in the book pub 





ledger. Thus, when the whole of the edition is finally sold, the (actual) 
total sales of the book can then be transferred to the Budget and Cost 
Sheet. 

The cost of sales column is completed at the same time as the indi- 
vidual postings are made to the credit of the respective accounts in the 
Book Ledger. The account for each book in the Book Ledger will show 
the actual cost per copy, and it then becomes a purely arithmetical 
calculation to arrive at the amount to be entered in this column. 
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Another column has been set aside to record gratis copies. The author 
is usually entitled to a certain number, and it is also usual, and in some 
instances compulsory, to send copies to various libraries and to news- 
papers for review as well as copies to distributors in an effort to increase 
sales. 

The summary also provides the medium for posting credits for 
royalties earned to authors’ accounts. These royalties must be taken 
into account monthly, so that monthly financial statements may be 
prepared. 

In order to leave no doubt in regard to entries which are made from 


this summary in the Private ledger, they are now given in journal entry 
form, and are as follows :— 


Cost of Sales Dr. 
To Published Books A/c. Cr. 
Being cost of books sold for 


 . Sheneduaeksan ee 
Royalties Dr. 
To Sundry Authors Cr. 


Being royalties payable on 
sales of books for month 
(ESSE ere 

Gratis Issues. Dr. 
To Published Books A/c. Cr. 

Being cost of books gratis 

copies for month as per 
Summary. 


EXPENSE. 


Provision has been made on the Cost Sheet for the charging of selling 
and administrative expenses. The amount charged in the budget will be 
at some predetermined rate as a percentage of the selling price of the 
publication, and will be estimated on the basis of past experience, over a 
period of years. The selling and administrative expense which has been 
applied will be controlled through Expense Applied Account in the 
Private Ledger. The necessary entry to record the absorption of this 
expense will be made monthly. Any under or over absorption of expense 
will be adjusted when the financial accounts are prepared either half- 
yearly or yearly as the case may be. If the variation is considerable, 
it may be advisable to consider the possibilitiy of revising the basis 
on which the expense has been applied. 


PAPER STOCK. 

Another matter which must be considered in connection with Pub- 
lisher’s Accounts is Paper Stock. It is quite often the practice of a 
publisher to purchase his own paper and deliver certain quantities to 
the printer whose tender has been accepted for printing the book. The 
publisher, in this case, will, of course, have some idea of the quantity 
of paper which should be used in each instance, and will have delivered 
to the printer the estimated quantity required. However, it frequently 
happens that paper is purchased by the publisher and delivered direct 
to the printer, who uses what he requires for a particular job and holds 
the remainder on behalf of the Publisher. 

To record and maintain control over this paper, some form of 
Stock Ledger must be maintained. A suggested ruling for a Stock 
ledger is given below :— 
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Key 







R = Reams 











Type of Paper. 








Located At ine Q = Quires 
S = Sheets 












RECEIPTS ISSUES BALANCE 




















Quantity Quantity 


7 Price |} Value | Date 





Quantity 
Used On 7 4 
Publication Value Value 


R./Q./S. R./Q.|S. R.|Q.|S. 















































































































In order to maintain an efficient check on these stocks, regular reports 
must be received from the printers at intervals of no more than a month. 
These reports will show quantities received by the printers and also 
the quantities which have been used on the respective publications 
printed by them. 

From these reports it will be ascertained the actual quantities used 
which can then be compared with the budgeted amount. Should there 
be any variation between the budgeted amount and the actual, the 


































lication, may be likened somewhat to work in progress in any other 
business. 








matter can then be discussed with the printer. b 
The quantity and value of paper used as per these reports, together it 
with particulars of any other paper used from the publisher’s own it 
store, can be summarised. The individual quantities and amounts will " 
be posted to the credit of the respective accounts in the Paper Stock se 
Ledger, whilst the total will be debited to Publication Costs account, ri 
the credit going to Paper Stock Account, in the Private Ledger. vr 
VALUATION OF STOCK-IN-TRADE. the 
The final question to be considered in the accounts of a Publisher the 
is the valuation of his stock-in-trade at the end of any financial period. 
This further devolves into the question as to what actually constitutes 
the stock-in-trade of a Publisher? 
From the preceding paragraphs it will be obvious that there can 
be no question whatsoever in regard to the following being part of a 
publisher’s Stock-in-Trade. 
(a) Paper Stock. 
(6) Published Books or other Publications. ’ 
However, there is another item which the writer contends should be pay 
classified as stock-in-trade, in so far as a publisher is concerned. This This 
item is the amount which has at that date been expended on any Pub- Cann 
lication not yet completed, and which is included in the account headed Case 
Publication Costs. These costs, which represent the total of all charges It 
which have been incurred in respect of any literary work prior to pub- 4 “y 
1 
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For purposes of income tax the trading stock of a publisher, in 
common with that of all other businesses, must be valued, under s.31 
of the Commonwealth Income Tax Assessment Act, at either cost price, 
market selling value, or replacement price, at the option of the tax- 
payer. In the case of a publisher, the only alternatives applicable are 
cost price or market selling value. Under the above Act, the taxpayer 
is entitled to apply either of these alternatives to each article of trading 
stock. If the publisher decides to value his completed books on hand 
and also work in progress at cost, no problem arises, as the books will 
reveal the necessary information. Unfortunately, the value of many 
books on hand is often found to be lower than cost price. It is under- 
stood that the Departmental attitude is that, where the taxpayer decides 
to value at market selling value, he must demonstrate that, on the last 
day of the year of income, he was prepared to sell those books at that 
value. If books are included in the inventory at a market selling value 
which is lower than cost, the taxpayer should preserve records demon- 
strating that he has actually offered the books for sale on or before the 
close of the income year at that reduced value, e.g., as remainders. 
Other books, such as technical works, may be completely valueless, and 
should be entered at nil in the inventories. 

The above system of valuation must be adopted for purposes of 
income tax. Nevertheless, it is considered a highly undesirable method 






















ts in dealing with the accounts of publishers, particularly in the preparation 
h. of a statement of profits available for dividend. The only safe method 
so to pursue is to adopt the “profit-emerging” basis, that is to say, no sum 
as should be credited to revenue account in respect of any publication until 
the sales exceed the cost. 
ed In the case of the published works, there are certain additional points 
ere to be considered. If it is expected that only one edition will be pub- 
the lished, then the whole of the costs incurred in publishing the book must 
be written off over the cost of that edition, and the cost of any remain- 
her ing on hand at balancing date calculated accordingly. However, where 
we it is expected that more than one edition may be published, it may be 
will necessary to delay writing off the initial costs up to but excluding the 
ock actual costs of printing, etc., of the first edition. These initial costs 
unt, should be spread over the number of editions which it is estimated 
will be published, and will thus form part of the Publication Costs for 
those editions. These remarks apply only where the publisher rejects 
her the “profit-emerging” basis and values at cost or market. ° 
riod. 
‘utes 
P Partnership versus Private Company 
ca’ 
of a By W. J. WauGH, A.L.C.A. 
“My partner and I own all the shares in our company — would we 
ld be pay less tax if we converted the company into an ordinary partnership?” 
"This lis question, in varied forms, is frequently asked of accountants. It 
Pub- cannot be answered by a simple “yes” or “no,” because each different 
eaded case presents different problems. 
arges It is generally found that at existing rates of tax, a partnership as 
, pub- a unit pays less tax than a private company and its shareholders, as a 
other unit. This is so, in fact, in practically all cases except where the follow- 


ing circumstances apply : 
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paid” dividends. 


Total Taxes pay- 
able in respect to 
the business 





income: 

Sa 
na se «eon Oe 
Os wk: ae oa tee 
0 |, ae 
OE va. ak ween, 








ship does not pay. 


£10,000 each year: 


(a) 
Partnership 
Total Profits for 
Syms. .... .. OG 





£3,555 
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1. The business income, if in the hands of a private company, would 
be subject to Undistributed Profits Tax at an average rate of 
at least 13/- to 14/- in the £, and 

2. The private company refrains 
within six months of the close of the financial year, thus allow- 
ing the incorne to bear Undistributed Profits Tax. These profits 
are subsequently paid to the shareholders in the form of “tax- 


from distributing 


Both 1 and 2 must apply. A private company which distributes its 
profits to its shareholders as taxable dividends will invariably pay (the 
company and its shareholders in the aggregate) a greater amount of 
tax than a partnership earning a similar income. 

To illustrate the difference, let us take two simplified examples. In 
the first we have A and B, two partners with no income other than 
tliat of their business. What taxes would be payable over a period of 
five years — (a) as a partnership, (b) as a private company which dis- 
tributes all its profits to shareholders within 6 months, and (c) as a 
private company which allows its profits to bear Undistributed Profits 
Tax and then pays tax-free dividends? A and B hold equal shares, the 
annual profits are £2,000, and we shall assume that the rates of tax 
payable for 1944-45 are constant throughout : 


(d) 
Private Company 
paying all 
available profits 
as taxable 
dividends. 


£10,000 


1152 
1152 
1152 
1152 
1152 


£5,760 


It is seen here that, in a small business of this nature, considerably less 
taxes would be payable as a partnership than if it were a private Company. 
The saving that results when such a company refrains from distributing 
its profits until after they have been taxed under Division 7 is also 
apparent. This saving, however, is not sufficient in the above example 
to offset the payment of Company tax of 6/- in the £, which the partner- 


The position is somewhat different where the proprietors have 4 
substantial income from other sources, or the business itself earns 
large profits. In this example, we shall assume that A and B each 
have a property income of £5,000, and the business earns profits of 





income 


(c) 


Private Company 
paying no 
taxable dividends 


£10,000 


1152 
1013 





£4,923 





JAN. 
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928 
974 
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Private Company 
paying all Private Company 
Partnership available profits paying no 
as taxable taxable dividends 
dividends. 


Total Profits for 
> years... .. .. £50000 £50,000 £50,000 


Total Taxes pay- 
able in respect to 
the business 
income : 


66 ws. 60) an ae 9475 9475 
fk ae 9475 3486 
Bee DS as 0s os oe 9475 9026 
(a 9475 3901 
Wee DS «. 0s ta os Oe 9475 8642 


£44,750 £47,375 £34,530 


This example no doubt would seldom be found in practice, but it 
does illustrate the fact that under certain circumstances a business 
would pay much less tax as a company than as a partnership. 

Recent legislation has twice reduced the 1945 taxation rates for 
individuals, but the company flat rate is unaltered. While the company 
rate remains at 6/- in the £, the reductions in personal rates will favour 
the partnership more than the private company. As rates are further 
reduced, if there are no other changes, the partnership will benefit 
increasingly until, as regards taxation, it is better off than the private 
company under any circumstances. 





The Teaching of Accountancy 
By L. GoLpBERG, M.COM., A.1.C.A. 


Iv. THE ACCOUNTING EQUATION AND ITS APPLICATION. 


The recording process of accounting is based upon the relationship 
between the investment of the monetary resources of an enterprise and 
the sources from which it derives them. This relationship can be 
expressed by the simple equation: Assets == Equities, and this relation- 
ship of equality is valid for any accounting entity at any point in time. 

Without considering exhaustive or highly technical definitions and 
concepts of assets, we can say for present purposes that the assets of 
an enterprise are the things which it owns and the rights which it has 
against other persons or enterprises for goods sold or services rendered. 
Cash on hand and at the bank, stocks of finished goods and raw 
materials, buildings, furniture, fixtures, machinery, goodwill, are assets 
of the former class; debtors’ balances and bills receivable fall within 
the latter category. 

In order to obtain such assets, and in the process of obtaining them, 
an enterprise must get cash or*the equivalent of cash. In the first 
instance, it will usually get it from the owner or members — the pro- 
prietor makes available to, that is, he invests in the business the funds 
necessary for its commencement. This is generally known as his capital 
and may be regarded as the original proprietorship. In terms of the 
entity convention it represents the amount which the enterprise owes 
to him as owner. 
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This contribution by the owner, however, is not the only means by 
which an enterprise may acquire assets. It may borrow money from a 
bank or elsewhere or it may obtain assets and postpone payment for 
them. In such a case it owes the money to outside persons or creditors 
and thus incurs liabilities. 

There are thus two sources of funds from which an enterprise acquires 
assets— 

(7) the owner or owners, and 
(11) creditors 

The term “equities” is used to cover both of these sources. This term 
may be regarded as having a similar meaning to the word “claims” ; the 
proprietor has a claim upon (that is, an equity in) the resources or 
assets of an enterprise, which can be met only after the claims of 
creditors upon (that is, their equity in) the assets have been met. Pro- 
prietorship may therefore be regarded as an internal equity while liabili- 
ties are an external equity. 

An enterprise being an impersonal accounting entity, assets always 
equal equities because any transaction which creates an asset or increases 
or decreases the total value of assets will at the same time and to the 
same extent create an equity or increase or decrease the total value 
of equities. Hence, increases in total assets are accompanied by equal 
increases in total equities; and decreases in total assets involve equal 
decreases in total equities. 

The study of the twofold character of transactions which produce 
this result is the study of double entry recording. 

The simple equation set out above may be expanded thus: 


Assets = Equities 
Liabilities -+- Proprietorship — Equities 
therefore Assets = Liabilities +- Proprietorship 
and Proprietorship == Assets — Liabilities. 


The significance of these equations lies in the fact that they are 
always valid; no matter what transactions take place, the financial 
position of an enterprise can always be expressed in terms of these 
equations. Moreover, by comparing the equations of an enterprise at 
different points of time, the change in financial status over the inter- 
vening period can be measured. This measurement is the first step in 
establishing effective control over the financial activities of an enterprise. 

A statement which sets out assets and equities at any specified date 
is a Statement of Resources (in the case of impending bankruptcy or 
liquidation it is known as a Statement of Affairs); if it is prepared 
from records kept on the basis of double entry it has come to be known 
as a Balance Sheet. By setting out separately assets, liabilities and 
proprietorship, this statement clearly shows in what kinds of assets 
the funds of an enterprise are invested and from what sources those 
funds have been obtained. 

The financial position of an undertaking could, indeed, be set out in 
the algebraical form of the equations indicated, but because there is 
usually a great number of items this means of expression would be 
cumbersome and confusing to the reader. The Statement of Resources 
or Balance Sheet is a much more convenient form. 

A Statement of Resources (whether Balance Sheet or not) will, if 
properly set out, express each of the above equations. This can be 
readily seen from the following example of a typical statement. 
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WILson MERCANTILE CoMPANY. 
Statement of Resources at 31st December, 19 


Liquid Assets— ASSETS. 
NE ee 
0 EE i 


Circulating Assets —— £800 
EE 
Ee ne eee 
EE 0 we" As win we 06 ee aes: 60 n eee 

Current Assets .. .. .. .. .. 

Fixed Assets— 

EL ee a 
EE ted: dk: oe wa Ma be’ be Qa. aa. “er ee 


Total Assets .. .. .. .. 


Current Liabilities— Equities. 
DR ie <«. «+ «0 sa, de We <@ a6 «a cate 
a ee 
DUE RIES gw. oc. os cs 6s 00 0s 20 ee Or 
Proprietorship— 
A. Wilson Capital . . 


Total Equities . 


In this statement the following expressions of the equations 

easily extracted : 

First equation: Assets (£7,600) — Equities (£7,600). 

Second equation: Liabilities (£2,400) + Proprietorship (£5,200) 
== Equities (£7,600). 

Third equation: Assets (£7,600) = Liabilities (£2,400) + Proprietor- 
ship (£5,200). 

Fourth equation: Proprietorship (£5,200) == Assets (£7,600) — 
Liabilities (£2,400). 
The above statement is said to be set out in the “narrative” form, an 

alternative to which is the orthodox “account” or “T” form, which 

covering the same information as before, would appear as follows: 


WILSON MERCANTILE COMPANY. 
Statement of Resources at 31st December, 19.. 


ASSETS. EQUITIES. 
Liquid Assets— Current Liabilities— 
Cash in Hand . .. £50 Creditors .. .. .. .. £1,800 
Cash at Bank . .. 750 Bills Payable .. 600 
— £800 —— £2,400 
Circulating Assets— Proprietorship— 
Debtors . .. ., -. 2,500 A. Wilson Capital .. 5,200 
Bills Receivable .. 650 . 
Stock on Hand .. 1,950 
— 5,100 
Current Assets .. ——#£5,900 
Fixed Assets— 
We cc as we ao Me 
Furniture .. .. .. 200 
— 4,700 


—_———— 


£7,600 
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Each of these two forms is a valid expression of the first equation, 







viz., Assets == Equities. A variant of the narrative form (set out 
below) emphasises the fourth equation, viz., Proprietorship = Assets 
— Liabilities. 





Witson MERCANTILE COMPANY. 


Statement of Resources at 31st December, 19.. 







Assets : Liquid— 
Cash in Hand .. Fe ere ee 
Cash at Bank .. 750 









Circulating— 










PEN 35 oct xe 4s .. 2,500 
Bills Receivable .. a. oe 
. as Lae 


Stock on Hand .. 


Current Assets 










Fixed— 
Plant .. .. 1,500 
Furniture 200 








Total Assets .. 
Less Liabilities: Current— 
| ah ne 
Bills Payable .. ka Gk Gh aera ne Sea 







2,400 








£5,200 







Proprietorship: A. Wilson Capital .. 





This form of statement emphasises the measurement of proprietor- 
ship in terms of the difference between assets and liabilities. This 
measure of proprietorship is often termed the net worth of the enter- 
prise. We can say, then, that net worth is the measure, in terms of the 
difference in value between total assets and total liabilities, of the pro- 
prietary investment in an enterprise. A corollary to this concept is that 
where there is a difference of opinion regarding the value of certain 
assets (e.g., stock, plant or goodwill) there may well be different 
estimates of the net worth according to the varying valuations, although 
the fact of proprietorship (apart from its measurement) remains 
constant. 

The application of the double-entry process of recording involves a 
record of each financial transaction in such a way as to show its effects 
on assets, liabilities and proprietorship. A few simple examples will 
illustrate the procedure. 

Suppose that A. Thompson has £500 with which he proposes to set 
up a business under the name of “Thompson Trading Co.” and pays 
the money into a bank account opened in the firm’s name. An accounting 
entity is created and the following position arises immediately : 

(a) .The business has an asset £500 cash at bank, and 
(b) the business “owes” the proprietor £500. 


This position can be expressed in the form of an equation: 
Asset (Cash at Bank) £500 = Equity (Proprietorship) £500. 
























fa) 
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Or it can be expressed as a Statement of Resources: 
THOMPSON TRADING Co: 
Statement of Resources at 
Liquid Asset Proprietorship. 

Cash at Bank . .. .. .. £500 A. Thompson Capital .. £500 

If Thompson buys £80 worth of furniture for the store on credit the 
equation becomes: 
Cash at Bank . £500) _ Assets Equities (Creditors .. .. £80 

plus = plus 
Furniture . . £80 £580 £580 A. a 
Capital .. .. 500 


The Statement of Resources would read as follows: 
THOMPSON TRADING Co. 
Statement of Resources at 
Liquid Asset— Current Liabilities— 
Cash at Bank .. .. .. £500 RR, cs cs nay a: 


Fixed Asset— Proprietorship— 
ED 6 Ss «saw ca OO A. Thompson Capital . 500 


£580 £580 


Each Statement of Resources reflects the accounting equation, and 
throughout the recording process the underlying consideration is the 
preservation of equilibrium of this equation. An equation exists from 
the moment at which an enterprise is commenced, and ability to state 
the equation continues throughout its life. This, of course, does not 
mean that the total value of the assets (and therefore the total value 
of the equities) always remains the same, but merely that the total 
value of the assets will, at any selected point of time, equal the total 
value of the equities. It follows that a Statement of Resources may be 
prepared to express the equation whenever desired. 

An equation, once established, remains valid if we 

(1) add equal amounts to both sides, 
(171) subtract equal amounts from both sides, 
(ii) add and subtract equal amounts on either side. 

This is the essence of double entry recording. What we do is to set 
up the accounting equation at the commencement of an enterprise and 
then perform a series of additions and subtractions. In the example 
already considered the equation was established when the proprietor paid 
£500 into the bank account of the enterprise; the purchase of the fur- 
niture constituted an addition of equal amounts to both sides of the 
equation. 

The subtraction of equal amounts from both sides would be illustrated 
by payment of (say) £20 on account to the creditor from whom the 
furniture was bought. After this transaction the equation would be: 


Cash at Bank . £480 Assets Equities (Creditor. .. .. £600 
plus = plus 
Furniture . .. 80 £560 £560 A. Thompson 
{Capital . .. .. 500 


An addition and subtraction of equal amounts on the same side may 
be exemplified by a cash purchase of (say) £200 worth of trading 
stock. Strictly speaking, two transactions are involved — (i) the in- 
crease of the circulating asset, merchandise, and creation of a liability 
and (ii) decrease of the asset, cash at bank, and elimination of the 
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liability. For recording purposes, however, the two transactions are 
frequently interpreted as one, viz., increase of the circulating asset, 
merchandise, accompanied by a decrease of the liquid asset, cash at 
bank, and, there being no change in the other items of the equation, 
the result would be: 


Cash at Bank £280 Assets Equities Creditor . .. .. £60 
plus 
Merchandise . 200 = plus 
plus £560 £560 A. Thompson 
Furniture . .. 80 Capital .. .. 500 


These simple illustrations, which might be multiplied indefinitely, 
demonstrate the proposition that a change in any item of the equation 
requires the corresponding change in some other item or items, or, in 
other words, that there is a two-fold aspect to every transaction. It is 
this aspect which gives rise to the term, “double-entry” recording. 

The function of the ledger accounts is, fundamentally, to record the 
additions to and subtractions from items of the equation — differing 
in form only from the treatment shown above. 

A series of Statements of Resources or statements of the accounting 
equation at successive points of time would make clear the financial 
progress of an enterprise. A comparison of the items contained in (say) 
two Statements of Resources of the same enterprise would reflect 
through the change in the amount of proprietorship (allowing for pro- 
prietory withdrawals or additional investment) the profit or loss over 
the intervening period. 

But the knowledge that proprietorship has increased or decreased by 
a certain amount during a period or that a certain profit has been made 
or loss incurred is not sufficient to give the owners or managers of an 
enterprise the information necessary to determine whether or not the 
result is really satisfactory or to give the data required for effective 
control over the conduct of the undertaking. What is needed is a 
detailed statement showing specifically what factors have contributed to 
the change in proprietorship. It is therefore necessary to subdivide 
the proprietorship item into its various elements and to classify tran- 
sactions according to these elements. 

There are two broad classes of transactions which affect proprietor- 
ship. First, there are those which affect it by operations other than the 
ordinary activities of the enterprise. That is, proprietorship may be in- 
creased or decreased by extraordinary accretions or withdrawals of the 
financial resources or capital. For example, it may be increased by the 
admission of a partner, or decreased by a withdrawal of portion of the 
investment, as in a reduction of capital of a company. Such events are 
not recurring financial transactions. 

Secondly, there are the ordinary recurring activities which affect 
proprietorship according to their contribution towards profit or sur- 
plus. In fact, under normal circumstances, the object of conducting these 
ordinary transactions is the increase of proprietorship through the 
accretion of profit. A summary of these transactions over the period 
between the balance sheets in which their net effects are shown is 
prepared to give that detailed information which the balance sheets 
themselves do not afford. This summary is known as a Revenue State- 

ment, Statement of Profit and Loss, Trading and Profit and Loss 
Account, Income and Expenditure Account, or some other correspond- 
ing name. Sofne of the terms used have special reference to particulat 
types of statements, and some of them conform to particular require 
ments, but what they all have in common is that they are a more 
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detailed exposition of the change of proprietorship which can be ob- 
served from an examination of balance sheets. 

Because balance sheets and revenue statements are summaries, it is 
necessary to use a means of recording all transactions and operations 
so that they may be most easily grouped and summarised for the 
preparations of these reports. The essential record is the ledger, which 
consists of a number of sheets (either loose or bound) or cards, suit- 
ably ruled, and known as accounts. 

An account has been defined as “a record of one or more items, either 
similar or dissimilar, relating to the same person or thing, kept under 
an appropriate heading or title.” It brings together into a convenient 
record a statement of all the financial transactions which, from the 
point of view of an enterprise, affect a particular person or thing. 

From a consideration of the argument which has been set out above, 
the following rules relating to ledger entries emerge. 




















Class of Account Debit Entry Required Credit Entry Required. 

An Asset account. When the asset is in- | When the asset is re- 
crea ed duced. 

An (external) Liability | When the liability is re- | When the liability is in- 
account. duced. creased 

An account which directly| When the effect or the | When the effect or the 

or indirectly affects Pro-| tendency is to reduce |tendency is to increase 

prietorship. proprietorship (eg., ex- | proprietorship (eg. in- 





penses). come). 





The payment of an expense represents in fact the acquisition of a 
short-lived asset, which, being “consumed,” within the accounting period 
in which it was required, may be regarded as a “tendency” to reduce 
the proprietor’s equity in the enterprise. Appropriate expense accounts 
are accordingly set up and debited with the amount of such expenses. 
A loss (such as bad debts) is a direct decrease of proprietorship and, 
at the same time, of the asset, debtors, and an account set up to record 
such losses is debited with the amount of each debt written off. 

It is likewise convenient to regard gross income as an increase of 
proprietorship, the determination of net profit being normally sus- 
pended until the end of the accounting period. Sales, for example, are 
therefore debited to an asset account (Cash or Debtors) representing 
an increase therein and credited to Sales account, representing an in- 
crease in proprietorship; the ultimate effect will, of course, be an 
increase in proprietorship if total sales exceed total costs and losses, or 
a decrease in proprietorship if total costs and losses exceed total sales. 

The ledger, because it contains a record of financial transactions classi- 
fied so as to facilitate the preparation of accounting reports in accord- 
ance with the accounting equation, is the fundamental record in account- 
ing practice. ‘The double entry system could function with the use of 
the ledger only. 

Practical considerations, however, call for the use of other books 
ancillary to the ledger—the books of originating entry, in each of 
which classified transactions are recorded in chronological order so that 
they may, as far as possible, be recorded in the ledger in summary form, 
thereby relieving it of much detail. 

The books of originating entry are primarily diaries of financial 
transactions, and while, in modern usage they are of very wide variety, 
they are all adapted from one form — the journal. The function of the 
journal is that of a chronological and descriptive record of financial 
transactions, providing a permanent record of originating entry and 
facilitating entry in the ledger. Each of the various books of originating 
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entry is a subdivision of the journal according to the nature of the 
transactions involved. This subdivision is achieved by entering all tran- 
sactions of a similar nature (e.g., cash receipts or credit sales) in one 
journal which is preserved solely for such entries. This matter of sub- 
division may be summed up briefly as follows: 
1. A subdivision of the journal will be made whenever the number 
and frequency of transactions of a similar nature warrants it. 
2. Any transaction for which a special subdivision is not provided 
will be entered in the General Journal or Journal Proper. 

Without going into a detailed study of the journal subdivisions com- 
monly in use, a few observations might usefully be made about some 
of their features. 

In all cases the ruling of the journal subdivisions should be adapted 
to the requirements of the particular enterprise and this results, in 
practice, in an almost infinite variety of books of originating entry. 
Their derivation from the journal, however, should be remembered and 
the relation of the entries in the specialised journal to the correspond- 
ing “general” journal entries should be emphasised. Indeed, many cases 
exist in present-day practice in which the general journal is made the 
only book of originating entry by making a summary in it at the end 
of each posting period of the transactions recorded in each journal 
subdivision and posting therefrom to the general ledger. By this means 
the double-entry system is completely contained within two books only 
— the ledger and the journal — the other records being relegated to the 
role of memorandum books, containing the information necessary for 
the double-entry recording, but lying outside and ancillary to the essen- 
tial books of record. Although this treatment has much ‘o commend 
it, it has the disadvantage of increasing the recording media through 
which data have to pass and thus increasing the possibility of errors 
in the recording process. 

It is considered that separate Cash Receipts and Cash Payments 
Journals should be maintained as subdivisions of the journal rather 
than a Cash Book which is made to serve the purpose of a Cash account 
as well as that of a book of originating entry. The Cash Book is losing 
favour because its use means that the ledger does not contain in itself 
a complete summary of financial transactions. 

The minimum ruling of the Cash Receipts and Cash Payments Jour- 
nals should provide (for an ordinary trading enterprise where discount 
is received and allowed) money columns for Discount, Amount (of the 
receipt or payment) and Bank. The use of the Discount column 
enables these journals to discharge the function of discount journals 
as well as that of cash records. The Bank column should be clearly 
distinguished in function from the Amount column, being used to 
record the total of each deposit in the case of the Cash Receipts Jour- 
nal and the amount of each cheque drawn in the case of the Cash 
Payments Journal. The Bank column thus records those items which 
will have their counterpart in the bank passbook and facilitates the 
checking procedure in preparing a bank reconciliation statement. The 
details making up the deposit or the cheque are shown in the Amount 
column. 

The procedure involved in handling cash (using this term in the 
wide sense to cover currency, cheques, postal notes, money orders and 
so on) is important because careless handling may offer tempting oppor- 
tunities for misappropriation with comparatively slight chances of detec- 
tion; a knowledge of correct procedure should form part of the equip 


ment of every student of accountancy. 
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All cash received, no matter what its form or source, should, provided 
that it properly belongs to the enterprise, be deposited in the bank as 
soon as possible after it is received. By this means a check upon cash 
receipts is provided in the bank pass-book. A similar check upon dis- 
bursements can be provided if all cash disbursements are effected by 
cheque, and this should be done in all cases as far as practicable. There 
are, however, many disbursements of such a small amount that it may 
be deemed inconvenient and impracticable (apart from being un- 
economical) to draw a separate cheque for each one of them. Thus, 
some firms have a minimum amount, such as 10/- or £1, below which 
they will not draw cheques, even for creditors’ accounts. There are also 
those disbursements for minor expenses which come within the category 
of petty cash payments. 

A satisfactory method of dealing with the payment of small accounts 
to creditors is to draw one cheque to cover all the outstanding small 
amounts when the regular cheques are being drawn for all the creditors 
(e.g., monthly), cash it, and pay the individual small accounts out of 
the cash fund so obtained, thus exhausting it. In the Cash Payments 
Journal the amount paid to each creditor is entered in the Amount 
column with the total (that is, the amount of the cheque) in the Bank 
column. 

The best method of handling petty cash is by the imprest system. This 
is adequately dealt with in many text books, and we need only note 
the following matters of immediate interest. The Petty Cash Book is, 
of course, a memorandum record, the originating entry appearing in 
the Cash Payments Journal. The entry creating the petty cash fund 
or advance is posted to the Petty Cash Advance account, while sub- 
sequent entries recording the reimbursements to the petty cashier are 
posted from the Cash Payments Journal to the relevant expense 
accounts ; that is, no further entries are made in the Petty Cash Advance 
account unless either the amount of the fund is varied or the fund is 
repaid to the bank and thus extinguished altogether. The Petty Cash 
Advance account is an asset account, being shown in the balance sheet 
as Cash in Hand. It is, generally, advisable to draw a reimbursing 
cheque at balance date in order to bring the amount of petty cash up 
to the original fund. 

The foregoing treatment gives, in very bare outline, the method of 
teaching accountancy which has become known as the “balance sheet 
approach.” A better term, perhaps, would be the “accounting equation 
approach.” The steps involved may be summarised as follows: 

Presentation of the accounting equation as the expression of 
sources and investment of financial resources. 

Consideration of the statement of resources or balance sheet as 
an expression of the accounting equation. 

Explanation of the effects of financial transactions upon the 
items of the equation, so as to preserve its equilibrium. 
Treatment of the ledger as a device to summarise the effects of 
transactions. 

The books of originating entry then fall into place as records 
in which transactions are subject to a primary classification prior 
to their summary in the ledger. This is the logical approach 
to the study of accountancy; by its adoption the recording 
function (that is, the bookkeeping process) is piaced in its proper 
relation to the reporting function, while the rules for recording 
which are derived are homogeneous, consistent and of universal 
application within the field of accounting. 


















46 THE AUSTRALIAN ACCOUNTANT JAN. 


Secrecy Provisions in Relation to the Commissioner’s 
Annual Report to the Treasurer for Presentation to 
Parliament 
By O. E. BERGER, A.1.C.A. 













Section 14 (1) of the Commonwealth Income Tax Assessment Act 
requires the Commissioner to furnish to the Treasurer annually for presen- 
tation to Parliament a report on the working of that Act, that is, the 
Commonwealth Income Tax Assessment Act. Parliament wants to be 
informed as to the working of the Act in each particular year. It may be 
that in some respects the Act did not work at all, or not work properly or as 
may have been intended by Parliament, and it seems a wise and natural 
provision that the officer in charge of the administration of the Act should 
have to report to the legislators how their laws are working. Under s. 14 
(1), it is thus the Commissioner’s statutory duty to report on the working 
of the Act. 

Section 14 (2) then provides that “in the report the Commisioner shall 
draw attention to any breaches or evasions of this Act which have come 
under his notice.” 

By subsection (2) of s. 14 Parliament requires that “in the report” (that 
is, the report on the working of the Act as required by subsection (1) ) 
the Commissioner shall draw attention to two specific matters, namely, 
breaches or evasions of the Act which have come under his notice. This, 
again, seems to be a natural and wise provision. Parliament, apart from 
the general working of the Act, wants to know what breaches, that is, 
types or kinds of breaches, are being committed by the taxpayers and what 
kind of transactions are evading the operations of the Act. If Parliament 
is aware that a certain type of breach is being widely committed by tax- 
payers, it will have an opportunity of reviewing the particular provision in 
the Act with the object of curbing the growth of the particular type of 
breach by imposing heavier penalties. It may even be found that the 
particular provision should be widened or withdrawn, because the general 
disobedience of that provision may mean that it is bad law and so difficult 


and unwise to enforce. 







































As regards “evasions,” Parliament is here concerned with “evasions sh: 
of the Act” and not with evasions of tax. Parliament may have intended con 
to bring certain transactions within the network of the Act, but the Act has the 
not worked that way. On being informed of those evasions of the Act, it anc 
is thus given an opportunity to amend the Act and so close the unintended sca: 
loophole. an 

It is no use Parliament knowing that Berger did not lodge a return of Par 
income for year ended June 30, 1944, or that he understated his income 16 « 
by £5000 for that year. The Commissioner of Taxation, by administering ame 
the Act as passed by Parliament, will deal with Berger. But it is of interest nam 

unde 





and use for Parliament to know that a relatively large number of taxpayers 
did not lodge returns of income for a given year or were late in lodging 
the returns. Parliament may then consider whether to increase penalties 
or to direct that the regulations be amended to give taxpayers more time 
to lodge their returns. : 

It is also of use for Parliament to know that it has come to the Com- 
missioner’s notice that a certain legal transaction, of general application, is 
outside the scope of the Act as drafted (e.g., family partnerships). Par- 
liament may thus be given the opportunity of amending the Act with the 
object of bringing that kind of transaction inside the Act. 
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Consolidated Accounts, by T. B. Robson. 


or suspicion, have at last won public recognition.” 
us with a comprehensive survey of the principles and procedure involved 
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It seems to be clear from the wording of the section (s. 14) that the 
Commissioner’s report to Parliament is to deal specifically with— 
(a) the actual working of the Act (s. 14 (1)); 
(b) any breaches, that is, types of breaches, of the Act (s. 14 (2)) ; and 
(c) any evasions of the Act (not evasions of tax) (e.g., family partner- 
ships—vide 25th Report of Commissioner) (s. 14 (2)). 


Section 14 requires the report to deal only with matters, events and 
transactions; it is purely impersonal. It does not require, nor does it 
authorise, the Commissioner to disclose in his annual report to Parliament 
the names of taxpayers who have incurred penalties under the Act. It is, 
therefore, considered that the Commissioner, by disclosing in his report to 
Parliament the names of such taxpayers, together with other particulars 
of their income tax affairs, is committing a breach under the provisions of 
s. 16 of the Act and that he is thus exposed to the penalties provided by 
that section. The information so disclosed was acquired as an “officer” 
within the meaning of s.16 of the Act and cannot be disclosed to any 
person except as specifically provided by s. 16. 

The following extract from learned Counsel’s opinion may be aptly 
quoted : 

“The essence of section 16 of the said Act is that a person who has 
obtained “information respecting the affairs of any other person’ in the 
course of his employment as an officer shall, for all time, keep that in- 
formation secret, except only that he is released from that obligation in 
certain specified circumstances, these being: 

(a) Where, in pursuance of subsection (2) of section 16, he is required 
to divulge that information ‘in the performance of his duty as an 
officer’ ; 

(b) Where, in pursuance of subsection (3) of section 16, he is required 
to divulge matters to a court for the purpose of carrying out the 
provisions of the relevant Income Tax Assessment Acts; or 

(c) Where he is authorised to communicate ‘information’ to the persons, 
authorities, etc., specified in subsection (4) of section 16, the 
obligation of secrecy passing to those to whom information is so 
communicated. 

It will be noted that subsection (2) of section 16 requires that an officer 
shall not, except in the performance of his duty as an officer, divulge or 
communicate to any person information acquired by him. Subsection (2), 
therefore, only permits an officer to divulge or communicate to a person, 
and then only in the course of his duty. However, this subsection can 
scarcely authorise the Commissioner, ‘in the performance of any duty as 
an officer,’ to give the name of a person to Parliament. In my opinion 
Parliament is not a person within the meaning of subsection (2) of section 
16 of the Income Tax Assessment Act, 1936, and that Act as subsequently 

amended. It follows that, if the Commissioner is to find authority for 


naming particular taxpayers in the report to Parliament, he must find it 
under section 14 of the said Act.” 





Book Reviews 





(Gee & Co. (Publishers) Ltd. 


The Law Book Co. of Australasia Pty Ltd.) Pp. 109. Price 27/-. 
“Consolidated accounts, long regarded in Great Britain with indifference 
Mr. Robson presents 
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in the construction of consolidated accounts of holding companies and 
their subsidiaries. Various problems which arise in the preparation of 
such accounts are explained in clear language and various alternative 
treatments adopted in practice are fully discussed, An appendix of 
thirty-one pages gives a worked illustration of consolidated procedure for 
a holding company with four subsidiaries. 

Publication of the book was withheld until after the Cohen Committee’s 
report was available and the text incorporates the recommendations of that 
committee. ' 

Problems relating to the incorporation of the accounts of sub-subsidiaries 
in the consolidated statements have not been dealt with. Despite this 
omission, the book is a valuable addition to the limited amount of literature 
on the subject of holding companies’ accounts. _ 


Mechanised Accounts of a Municipal Authority, by A. H. Mackrill, 
A.S.A.A., F.S.S. (Gee & Co., London. The Law Book Co. of Aus- 
tralasia Pty Ltd.). Price 31/3. 


This publication is an interesting contribution to the rather neglected 
subject of Mechanised Accounting. The author is the Borough Treasurer 
of Malden and Coombe, and the work is principally devoted to a review of 
the application of machines to the accounting system used in the Treasurer’s 
Department of that municipality. 

In so far as it deals with the mechanisation of cost and store accounts, 
the plan submitted and the thoroughness with which the author has 
illustrated his text provide a practical guide to effective methods of machine 
application. The treatise has limitations, however, in its application to | 
Australian conditions, as. the accounting requirements of British local 
government authorities would appear to be far less complex than is the 
case in this Commonwealth. The necessity for differentiating between 
current revenue and arrears does not appear to obtain in the British 
accounting system, and the method of rating, although comparable with 
Victorian and South Australian requirements, does not present the com- 
plications so frequent in New South Wales, where a variety of rates 
assigned to different funds and purposes must be separated both at the 
point of assessment and of collection. 

The conclusion drawn is that, while excellent use of machines is being 
made in the Treasurer’s Department of Malden and Coombe, the oppor- 
tunities for mechanisation are not as great and the system is consequently 
not as comprehensive as the mechanical methods which have been adopted 
in Australia in recent years. 

V. L. Sotomon. 
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